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In the opinion of Bond Counsel, under existing law, and assuming continued compliance with certain requirements of the
Internal Revenue Code of 1986, as amended, interest on the Bonds will not be included in the gross income of holders of the Bonds
for federal income tax purposes. While interest on the Bonds will not constitute a preference item for purposes of computation of the
alternative minimum tax imposed on certain individuals and corporations, interest on the Bonds will be included in the “adjusted
current earnings”’ of corporate holders of the Bonds and therefore will be taken into account in computing the alternative minimum
tax applicable to certain corporations. In the opinion of Bond Counsel, interest on the Bonds is exempt from Massachusetts personal
income taxes, and the Bonds are exempt from Massachusetts personal property taxes. For federal and Massachusetts tax purposes,
interest includes accrued original issue discount. See “TAX EXEMPTION” herein.

THE COMMONWEALTH OF MASSACHUSETTS
$492,440,000
General Obligation Bonds
Consolidated Loan of 2002, Series B

Dated: March 15, 2002 Due: March 1, as shown on the inside cover hereof

The Bonds will be issued by means of a book-entry-only system evidencing ownership and transfer of the Bonds on the
records of The Depository Trust Company (“DTC”) and its participants. Details of payment of the Bonds are more fully described in
this Official Statement. The Bonds will bear interest from March 15, 2002 and interest will be payable on September 1, 2002 and
semiannually thereafter on March 1 and September 1, calculated on the basis of a 360-day year of twelve 30-day months. The Bonds
are subject to redemption prior to maturity, as more fully described herein.

The Bonds will constitute general obligations of The Commonwealth of Massachusetts (the “Commonwealth™), and the
full faith and credit of the Commonwealth will be pledged to the payment of the principal of and interest on the Bonds. However, for
information regarding certain statutory limits on state tax revenue growth and on expenditures for debt service, see “SECURITY FOR
THE BONDS” (herein) and the Commonwealth Information Statement (referred to herein) under the headings “COMMONWEALTH
REVENUES—Limitations on Tax Revenues” and “COMMONWEALTH BOND AND NOTE LIABILITIES—Limit on Debt Service
Appropriations.”

The Bonds are offered when, as and if issued and received by the Underwriters, and subject to the unqualified approving
opinion as to legality of Palmer & Dodge LLP, Boston, Massachusetts, Bond Counsel. Certain legal matters will be passed upon for
the Commonwealth by Ropes & Gray, Boston, Massachusetts, Disclosure Counsel. Certain legal matters will be passed upon for the
Underwriters by their counsel, Nixon Peabody LLP, Boston, Massachusetts. The Bonds are expected to be available for delivery at
DTC in New York, New York, on or about March 28, 2002.
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THE COMMONWEALTH OF MASSACHUSETTS

$492,440,000
General Obligation Bonds
Consolidated Loan of 2002, Series B

Dated: March 15, 2002 Due: March 1, as shown below
Maturity Amount Interest Rate Price or Yield
2004 $17,035,000 3.000% 2.65%
2005 17,550,000 3.125 3.17
2006 18,095,000 4.000 3.50
2007* 18,820,000 4.000 3.77
2008* 19,575,000 4.000 100
2009* 20,355,000 5.000 4.20
2010* 11,180,000 4.250 4.32
2010* 10,195,000 5.000 4.32
2011%* 11,790,000 4.375 442
2011%* 10,570,000 4.750 442
2012%* 10,405,000 4.750 4.52
2012%* 12,970,000 5.250 4.52
2013* 7,795,000 4.500 4.62
2013* 16,755,000 5.000 4.621
2014* 3,510,000 4.625 4.72
2014* 22,230,000 5.500 4.72%
2015* 27,125,000 5.500 4.82t
2016* 28,620,000 5.500 4.92t
2017* 30,190,000 5.500 5.01%
2018* 31,850,000 5.500 5.07t
2019* 33,605,000 5.500 5.12%
2020* 35,455,000 5.500 5.16%
2021%* 37,400,000 5.250 100
2022%* 29,365,000 5.125 5.27
2022%* 10,000,000 5.250 5.27

(accrued interest to be added)

* Insured by Financial Security Assurance Inc. See “BOND INSURANCE.”
T Priced at the stated yield to the March 1, 2012 optional redemption date at a redemption price of 100%.

Other than with respect to information concerning Financial Security Assurance Inc. (“Financial Security”’) contained
herein under the heading “BOND INSURANCE” and Appendix D - “Specimen Municipal Bond Insurance Policy,” none
of the information in this Official Statement has been supplied or verified by Financial Security and Financial Security
makes no representation or warranty, express or implied, as to (i) the accuracy or completeness of such information; (ii)
the validity of the Bonds; or (iii) the tax exempt status of the interest on the Bonds.



No dealer, broker, salesperson or other person has been authorized by The Commonwealth of Massachusetts or the
Underwriters of the Bonds to give any information or to make any representations, other than those contained in this Official
Statement, and if given or made, such other information or representations must not be relied upon as having been authorized by
either of the foregoing. This Official Statement does not constitute an offer to sell or a solicitation of any offer to buy nor shall there
be any sale of the Bonds offered hereby by any person in any jurisdiction in which it is unlawful for such person to make such offer,
solicitation or sale. The information and expressions of opinion herein or included by reference herein are subject to change without
notice and neither the delivery of this Official Statement nor any sale made hereunder shall, under any circumstances, create any
implication that there has been no change in the affairs of the Commonwealth, or its agencies, authorities or political subdivisions,
since the date hereof, except as expressly set forth herein.

The Underwriters have provided the following sentence for inclusion in this Official Statement. The Underwriters have
reviewed the information in this Official Statement in accordance with, and as part of, their respective responsibilities to
investors under the federal securities laws as applied to the facts and circumstances of this transaction, but the Underwriters do
not guarantee the accuracy or completeness of such information.

IN CONNECTION WITH THIS OFFERING, THE UNDERWRITERS MAY OVERALLOT OR
EFFECT TRANSACTIONS WHICH STABILIZE OR MAINTAIN THE MARKET PRICE OF THE BONDS
AT LEVELS ABOVE THOSE WHICH MIGHT OTHERWISE PREVAIL ON THE OPEN MARKET. SUCH
STABILIZING, IF COMMENCED, MAY BE DISCONTINUED AT ANY TIME. THE UNDERWRITERS
MAY OFFER AND SELL THE BONDS TO CERTAIN DEALERS AND OTHERS (INCLUDING DEALERS
DEPOSITING BONDS INTO INVESTMENT TRUSTS) AT PRICES LOWER THAN THE PUBLIC
OFFERING PRICES (OR YIELDS HIGHER THAN THE OFFERING YIELDS) STATED ON THE INSIDE
COVER PAGE HEREOF. THE PRINCIPAL OFFERING PRICES (OR YIELDS) SET FORTH ON THE
INSIDE COVER PAGE HEREOF MAY BE CHANGED FROM TIME TO TIME AFTER THE INITTIAL
OFFERING BY THE UNDERWRITERS.
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OFFICIAL STATEMENT

THE COMMONWEALTH OF MASSACHUSETTS

$492,440,000
General Obligation Bonds
Consolidated Loan of 2002, Series B

INTRODUCTION

This Official Statement (including the cover pages and Appendices A through C attached hereto) provides
certain information in connection with the issuance by The Commonwealth of Massachusetts (the “Commonwealth”) of
$492,440,000 aggregate principal amount of its General Obligation Bonds, Consolidated Loan of 2002, Series B (the
“Bonds”). The Bonds will be general obligations of the Commonwealth, and the full faith and credit of the
Commonwealth will be pledged to the payment of the principal of and interest on the Bonds. However, for information
regarding certain statutory limits on state tax revenue growth and expenditures for debt service, see “SECURITY FOR THE
BONDS” and the Commonwealth Information Statement (described below) under the headings “COMMONWEALTH
REVENUES — Limitations on Tax Revenues” and “COMMONWEALTH CAPITAL SPENDING AND LONG-TERM LIABILITIES —
Limit on Debt Service Appropriations.”

The Bonds are being issued to finance the payment of certain authorized capital projects of the
Commonwealth and to reimburse the Commonwealth for a portion of advances previously made to the Massachusetts
Bay Transportation Authority (MBTA). See “THE BONDS — Application of Proceeds of the Bonds.”

Purpose and Content of Official Statement

This Official Statement describes the terms and use of proceeds of, and security for, the Bonds. This
introduction is subject in all respects to the additional information contained in this Official Statement, including
Appendices A through C. All descriptions of documents contained herein are only summaries and are qualified in their
entirety by reference to each such document.

Attached hereto as Appendix A is the Commonwealth’s Information Statement dated March 21, 2002 (the
“Information Statement”), which contains certain fiscal, budgetary, financial and other general information
concerning the Commonwealth. Exhibits A, B and C to the Information Statement are not included in Appendix A.
Exhibit A to the Information Statement contains certain economic information concerning the Commonwealth.
Exhibits B and C to the Information Statement contain the financial statements of the Commonwealth for the fiscal
year ended June 30, 2001, prepared on a statutory basis and a GAAP basis, respectively. Specific reference is made
to said Exhibits A, B and C, copies of which have been filed with each Nationally Recognized Municipal Securities
Information Repository currently recognized by the Securities and Exchange Commission.

Appendix B attached hereto contains the proposed form of legal opinion of Bond Counsel with respect to the
Bonds. Appendix C attached hereto contains the proposed form of the Commonwealth’s continuing disclosure
undertaking to be included in the form of the Bonds to facilitate compliance by the Underwriters with the requirements
of paragraph (b)(5) of Rule 15¢2-12 of the Securities and Exchange Commission. Appendix D attached hereto sets
forth a specimen municipal bond insurance policy of Financial Security Assurance Inc.



THE BONDS
General

The Bonds will be dated March 15, 2002 and will bear interest from such date payable semiannually on March
1 and September 1 of each year, commencing September 1, 2002 (each an “Interest Payment Date”) until the principal
amount is paid. The Bonds will mature on March 1 in the years and in the aggregate principal amounts, and shall bear
interest at the rates per annum (calculated on the basis of a 360-day year of twelve 30-day months), as set forth on the
inside cover page of this Official Statement. The Commonwealth will act as its own paying agent with respect to the
Bonds. The Commonwealth reserves the right to appoint from time to time a paying agent or agents or bond registrar
for the Bonds.

Book-Entry-Only System. The Bonds will be issued by means of a book-entry-only system, with one bond
certificate for each maturity immobilized at The Depository Trust Company, New York, New York (“DTC”). The
certificates will not be available for distribution to the public and will evidence ownership of the Bonds in principal
amounts of $5,000 or integral multiples thereof. Transfers of ownership will be effected on the records of DTC and its
participants pursuant to rules and procedures established by DTC and its participants. Interest and principal due on the
Bonds will be paid in clearing house funds to DTC or its nominee as registered owner of the Bonds. The record date for
payments on account of the Bonds will be the business day next preceding an Interest Payment Date. As long as the
book-entry-only system remains in effect, DTC or its nominee will be recognized as the owner of the Bonds for all
purposes, including notices and voting. The Commonwealth will not be responsible or liable for maintaining,
supervising or reviewing the records maintained by DTC, its participants or persons acting through such participants.
See “BOOK-ENTRY-ONLY SYSTEM.”

Redemption

The Bonds maturing on or prior to March 1, 2012 will not be subject to redemption prior to their stated
maturity dates.

Optional Redemption. The Bonds maturing on or after March 1, 2013 will be subject to redemption prior to
their stated maturity dates on or after March 1, 2012 at the option of the Commonwealth from any moneys legally
available therefor, in whole or in part at any time, at par plus accrued interest to the redemption date.

Notice of Redemption. The Commonwealth shall give notice of redemption to the owners of the Bonds not less
than 30 days prior to the date fixed for redemption. So long as the book-entry-only system remains in effect for the
Bonds, notices of redemption will be mailed by the Commonwealth only to DTC or its nominee. Any failure on the part
of DTC, any DTC participant or any nominee of a beneficial owner of any Bond (having received notice from a DTC
participant or otherwise) to notify the beneficial owner so affected, shall not affect the validity of the redemption.

On the specified redemption date, all Bonds called for redemption shall cease to bear interest, provided the
Commonwealth has moneys on hand to pay such redemption in full.

Selection for Redemption. In the event that less than all of any maturity of the Bonds is to be redeemed, and so
long as the book-entry-only system remains in effect for such Bonds, the particular Bonds or portion of any such Bonds
of a particular maturity to be redeemed will be selected by DTC by lot. If the book-entry-only system no longer remains
in effect for the Bonds, selection for redemption of less than all of any one maturity of the Bonds will be made by the
Commonwealth by lot in such manner as in its discretion it shall deem appropriate and fair. For purposes of selection
by lot within a maturity, each $5,000 of principal amount of a Bond will be considered a separate Bond.



Application of Proceeds of the Bonds

The Bonds are being issued pursuant to the provisions of Section 49 of Chapter 29 of the Massachusetts
General Laws and bond authorizations contained in various special laws enacted by the Legislature. The net proceeds
of the sale of the Bonds will be applied by the Treasurer and Receiver-General of the Commonwealth (the “State
Treasurer”) to the various purposes for which the issuance of bonds has been authorized pursuant to such special laws
or to reimburse the state treasury for expenditures previously made pursuant to such laws. Any accrued interest payable
upon original delivery of the Bonds will be credited ratably to the funds from which debt service on the Bonds is paid
and will be used to pay interest on the Bonds. Any premium received by the Commonwealth upon original delivery of
the Bonds will be treated as net proceeds of the issue except to the extent that the State Treasurer may determine to
apply all or a portion of such premium to the costs of issuance thereof and other financing costs related thereto or to the
payment of the principal of or sinking fund installments with respect to the Bonds.

The purposes for which the Bonds will be issued have been authorized by the Legislature under various bond
authorizations. A portion of the proceeds are expected to be used, pursuant to “forward funding” legislation enacted as
part of the Commonwealth’s fiscal 2000 budget to restructure the financial operations of the Massachusetts Bay
Transportation Authority (MBTA), to reimburse the Commonwealth for a portion of a transfer from the
Commonwealth’s highway capital projects fund required by the “forward funding” legislation. The unamortized
portion of this transfer includes $585.3 million of payments previously made to the MBTA with respect to MBTA
operating costs. Approximately $300 million of this amount is expected to be financed through the issuance of the
Bonds. See Appendix A — “Commonwealth Information Statement” under the heading “FINANCIAL RESULTS —
Massachusetts Bay Transportation Authority — Financial Restructuring.” The balance of the proceeds will be used to
finance or reimburse the Commonwealth for a variety of capital expenditures that are included within the current five-
year capital spending plan established by the Executive Office for Administration and Finance. The plan, which is an
administrative guideline and is subject to amendment at any time, sets forth capital spending allocations over the next
five fiscal years and establishes annual capital spending limits. See Appendix A — “Commonwealth Information
Statement” under the heading “COMMONWEALTH CAPITAL SPENDING AND LONG-TERM LIABILITIES.”

SECURITY FOR THE BONDS

The Bonds will be general obligations of the Commonwealth to which its full faith and credit will be pledged
for the payment of principal and interest when due. However, it should be noted that Chapter 62F of the Massachusetts
General Laws imposes a state tax revenue growth limit and does not exclude principal and interest payments on
Commonwealth debt obligations from the scope of the limit. It should be noted further that Section 60B of Chapter 29
of the Massachusetts General Laws imposes an annual limitation on the percentage of total appropriations that may be
expended for payment of interest and principal on general obligation debt of the Commonwealth. These statutes are
both subject to amendment or repeal by the Legislature. Currently, both actual tax revenue growth and annual general
obligation debt service are below the statutory limits. See Appendix A - “Commonwealth Information Statement” under
the headings “COMMONWEALTH REVENUES — Limitations on Tax Revenues” and “COMMONWEALTH CAPITAL
SPENDING AND LONG-TERM LIABILITIES — Limit on Debt Service Appropriations.”

The Commonwealth has waived its sovereign immunity and consented to be sued on contractual obligations,
including the Bonds, and all claims with respect thereto. However, the property of the Commonwealth is not subject to
attachment or levy to pay a judgment, and the satisfaction of any judgment generally requires a legislative
appropriation. Enforcement of a claim for payment of principal of or interest on the Bonds may also be subject to the
provisions of federal or state statutes, if any, hereafter enacted extending the time for payment or imposing other
constraints upon enforcement, insofar as the same may be constitutionally applied. The United States Bankruptcy Code
is not applicable to the Commonwealth. Under Massachusetts law, the Bonds have all of the qualities and incidents of
negotiable instruments under the Uniform Commercial Code. The Bonds are not subject to acceleration.



BOND INSURANCE

The following has been provided by Financial Security with respect to the maturities of the Bonds to be
insured by Financial Security Assurance Inc. (“Financial Security”), as indicated on the inside cover of this Official
Statement (the “Insured Bonds”):

Bond Insurance Policy

Concurrently with the issuance of the Bonds, Financial Security Assurance Inc. (“Financial Security’) will
issue its Municipal Bond Insurance Policy for the Bonds (the “Policy”) for the Insured Bonds. The Policy
guarantees the scheduled payment of principal of and interest on the Bonds when due as set forth in the form of the
Policy included as an appendix to this Official Statement. See Appendix D — “Specimen Municipal Bond Insurance
Policy.”

The Policy is not covered by any insurance security or guaranty fund established under New York,
California, Connecticut or Florida insurance law.

Financial Security Assurance Inc.

Financial Security is a New York domiciled insurance company and a wholly owned subsidiary of
Financial Security Assurance Holdings Ltd. (“Holdings™). Holdings is an indirect subsidiary of Dexia, S.A., a
publicly held Belgian corporation. Dexia, S.A., through its bank subsidiaries, is primarily engaged in the business
of public finance in France, Belgium and other European countries. No shareholder of Holdings or Financial
Security is liable for the obligations of Financial Security.

At December 31, 2001, Financial Security's total policyholders' surplus and contingency reserves were
approximately $1,593,569,000 and its total unearned premium reserve was approximately $810,898,000 in
accordance with statutory accounting principles. At December 31, 2001, Financial Security's total shareholders’
equity was approximately $1,698,672,000 and its total net unearned premium reserve was approximately
$669,534,000 in accordance with generally accepted accounting principles.

The financial statements included as exhibits to the annual and quarterly reports filed by Holdings with the
Securities and Exchange Commission are hereby incorporated herein by reference. Also incorporated herein by
reference are any such financial statements so filed from the date of this Official Statement until the termination of
the offering of the Insured Bonds. Copies of materials incorporated by reference will be provided upon request to
Financial Security Assurance Inc.: 350 Park Avenue, New York, New York 10022, Attention: Communications
Department (telephone (212) 826-0100).

The Policy does not protect investors against changes in market value of the Insured Bonds, which market
value may be impaired as a result of changes in prevailing interest rates, changes in applicable ratings or other
causes. Financial Security makes no representation regarding the Insured Bonds or the advisability of investing in
the Insured Bonds. Financial Security makes no representation regarding the Official Statement, nor has it
participated in the preparation thereof, except that Financial Security has provided to the Issuer the information
presented under this caption for inclusion in the Official Statement.

LITIGATION

No litigation is pending or, to the knowledge of the Attorney General, threatened against or affecting the
Commonwealth seeking to restrain or enjoin the issuance, sale or delivery of the Bonds or in any way contesting or
affecting the validity of the Bonds.

There are pending in courts within the Commonwealth various suits in which the Commonwealth is a
defendant. In the opinion of the Attorney General, no litigation is pending or, to his knowledge, threatened which is
likely to result, either individually or in the aggregate, in final judgments against the Commonwealth that would affect
materially its financial condition. For a description of certain litigation affecting the Commonwealth, see Appendix A -
”Commonwealth Information Statement” under the heading “LITIGATION.”



BOOK-ENTRY-ONLY SYSTEM

The Depository Trust Company, New York, New York (“DTC”), will act as securities depository for the
Bonds. The Bonds will initially be issued as fully-registered securities registered in the name of Cede & Co. (DTC’s
partnership nominee) or such other name as may be requested by an authorized representative of DTC. One fully-
registered Bond will be issued for each maturity set forth on the inside cover page hereof, each in the aggregate
principal amount of such maturity, and will be deposited with DTC

DTC is a limited-purpose trust company organized under the New York Banking Law, a “banking
organization” within the meaning of the New York Banking Law, a member of the Federal Reserve System, a “clearing
corporation” within the meaning of the New York Uniform Commercial Code and a “clearing agency” registered
pursuant to the provisions of Section 17A of the Securities Exchange Act of 1934, as amended. DTC holds securities
that its participants (the “DTC Participants”) deposit with DTC. DTC also facilitates the post-trade settlement among
DTC Participants of sales and other securities transactions in deposited securities, through electronic computerized
book-entry transfers and pledges between DTC Participants’ accounts. This eliminates the need for physical movement
of securities certificates. DTC Participants include both U.S. and non-U.S. securities brokers and dealers, banks, trust
companies, clearing corporations and certain other organizations. DTC is a wholly-owned subsidiary of The Depository
Trust & Clearing Corporation (“DTCC”). DTCC, in turn, is owned by a number of the DTC Participants and Members
of the National Securities Clearing Corporation, Government Securities Clearing Corporation, MBS Clearing
Corporation, and Emerging Markets Clearing Corporation (NSCC, GSCC, MBSCC and EMCC, respectively, also
subsidiaries of DTCC), as well as by the New York Stock Exchange, Inc., the American Stock Exchange, LLC and the
National Association of Securities Dealers, Inc. Access to the DTC system is also available to others such as both U.S.
and non-U.S. securities brokers and dealers, banks, trust companies and clearing corporations that clear through or
maintain a custodial relationship with a DTC Participant, either directly or indirectly (the “Indirect Participants™). The
rules applicable to DTC and the DTC Participants are on file with the Securities and Exchange Commission. More
information about DTC can be found at www.dtcc.com.

Purchases of Bonds under the DTC system must be made by or through DTC Participants, which will receive
a credit for the Bonds in the records of DTC. The ownership interest of each actual purchaser of each Bond (the
“Beneficial Owner”) is in turn to be recorded on the DTC Participants’ and Indirect Participants’ records. Beneficial
Owners will not receive written confirmation from DTC of their purchase. Beneficial Owners are, however, expected
to receive written confirmations of their purchase providing details of the transaction, as well as periodic statements of
their holdings, from the DTC Participant or Indirect Participant through which the Beneficial Owner entered into the
transaction. Transfers of ownership interests in the Bonds will be accomplished by entries made on the books of DTC
Participants acting on behalf of the Beneficial Owners. Beneficial Owners will not receive certificates representing their
ownership interests in the Bonds, except in the event that use of the book-entry system for the Bonds is discontinued.

To facilitate subsequent transfers, all Bonds deposited by DTC Participants with DTC are registered in the
name of DTC’s partnership nominee, Cede & Co. or such other name as may be requested by an authorized
representative of DTC. The deposit of the Bonds with DTC and their registration in the name of Cede & Co. do not
effect any change in beneficial ownership. DTC has no knowledge of the actual Beneficial Owners of the Bonds;
DTC’s records reflect only the identity of the DTC Participants to whose accounts such Bonds are credited, which may
or may not be the Beneficial Owners. The DTC Participants will remain responsible for keeping account of their
holdings on behalf of their customers.

Conveyance of notices and other communications by DTC to DTC Participants, by DTC Participants to
Indirect Participants and by DTC Participants and Indirect Participants to Beneficial Owners will be governed by
arrangements among them, subject to any statutory or regulatory requirements as may be in effect from time to time.

Redemption notices shall be sent to DTC. If less than all of the Bonds are being redeemed, DTC’s practice is
to determine by lot the amount of the interest of each DTC Participant in such issue to be redeemed.

Neither DTC nor Cede & Co. (or other such nominee) will consent or vote with respect to the Bonds. Under
its usual procedures, DTC mails an omnibus proxy to the Commonwealth as soon as possible after the record date. The
omnibus proxy assigns Cede & Co.'s consenting or voting rights to those DTC Participants having the Bonds credited
to their accounts on the record date (identified in a listing attached to the omnibus proxy).



THE COMMONWEALTH WILL NOT HAVE ANY RESPONSIBILITY OR OBLIGATION TO
THE DTC PARTICIPANTS, THE INDIRECT PARTICIPANTS OR THE BENEFICIAL OWNERS WITH
RESPECT TO THE ACCURACY OF ANY RECORDS MAINTAINED BY DTC OR BY ANY DTC
PARTICIPANT OR INDIRECT PARTICIPANT, THE PAYMENT OF OR THE PROVIDING OF NOTICE
TO THE DTC PARTICIPANTS, THE INDIRECT PARTICIPANTS OR THE BENEFICIAL OWNERS OR
WITH RESPECT TO ANY OTHER ACTION TAKEN BY DTC AS BOND OWNER.

The principal of and interest and premium, if any, on the Bonds will be paid to Cede & Co., or such other
nominee as may be requested by an authorized representative of DTC, as registered owner of the Bonds. Upon receipt
of moneys, DTC’s practice is to credit the accounts of the DTC Participants on the payable date in accordance with
their respective holdings shown on the records of DTC. Payments by DTC Participants and Indirect Participants to
Beneficial Owners will be governed by standing instructions and customary practices, as is now the case with
municipal securities held for the accounts of customers in bearer form or registered in “street name,” and will be the
responsibility of such DTC Participant or Indirect Participant and not DTC or the Commonwealth, subject to any
statutory and regulatory requirements as may be in effect from time to time. Payment of the principal of and interest and
premium, if any, on the Bonds to DTC is the responsibility of the Commonwealth; disbursement of such payments to
DTC Participants and Indirect Participants shall be the responsibility of DTC; and disbursement of such payments to
Beneficial Owners shall be the responsibility of the DTC Participants and the Indirect Participants.

The Commonwealth cannot give any assurances that DTC Participants or others will distribute payments of
principal of and interest on the Bonds paid to DTC or its nominee, as the registered owner, to the Beneficial Owners, or
that they will do so on a timely basis or that DTC will serve and act in a manner described in this document.

Beneficial Owners of the Bonds will not receive or have the right to receive physical delivery of such Bonds
and will not be or be considered to be the registered owners thereof. So long as Cede & Co. is the registered owner of
the Bonds, as nominee of DTC, references herein to the holders or registered owners of the Bonds shall mean Cede &
Co. and shall not mean the Beneficial Owners of the Bonds, except as otherwise expressly provided herein.

DTC may discontinue providing its services as securities depository with respect to the Bonds at any time by
giving reasonable notice to the Commonwealth. Under such circumstances, in the event that a successor depository is
not obtained, Bonds will be delivered and registered as designated by the Beneficial Owners. The Beneficial Owner,
upon registration of Bonds held in the Beneficial Owner’s name, will become the Bondowner.

The Commonwealth may decide to discontinue the use of the system of book-entry transfers through DTC (or
a successor securities depository). In such event, Bonds will be delivered and registered as designated by the Beneficial
Owners.

THE INFORMATION IN THIS SECTION CONCERNING DTC AND DTC’S BOOK-ENTRY
SYSTEM HAS BEEN OBTAINED FROM SOURCES THAT THE COMMONWEALTH BELIEVES TO BE
RELIABLE, BUT THE COMMONWEALTH TAKES NO RESPONSIBILITY FOR THE ACCURACY
THEREOF.

RATINGS

The Bonds have been assigned ratings by Fitch Ratings (“Fitch”), Moody’s Investors Service (“Moody’s”)
and Standard & Poor’s Ratings Services (“Standard & Poor’s). The ratings assigned to the uninsured Bonds by Fitch,
Moody’s and Standard & Poor’s are AA-, Aa2 and AA-, respectively.

For the Insured Bonds, the ratings assigned by Fitch, Moody’s and Standard & Poor’s are AAA, Aaa and
AAA, respectively, based upon the understanding that the payment of the principal of and interest on the Insured Bonds
will be guaranteed by a municipal bond insurance policy to be issued by Financial Security simultaneously with the
delivery of the Insured Bonds.



Such ratings reflect only the respective views of such organizations, and an explanation of the significance of
such ratings may be obtained from the rating agency furnishing the same. There is no assurance that a rating will
continue for any given period of time or that a rating will not be revised or withdrawn entirely by any or all of such
rating agencies, if, in its or their judgment, circumstances so warrant. Any downward revision or withdrawal of a rating
could have an adverse effect on the market prices of the Bonds.

UNDERWRITING

The Underwriters have agreed, subject to certain conditions, to purchase all of the Bonds from the
Commonwealth at a purchase price of $500,982,181.72, consisting of a par amount of $492,440,000.00, plus a net
premium of $11,184,157.00, minus underwriters’ discount of $2,641,975.28, excluding accrued interest. The
Underwriters may offer and sell the Bonds to certain dealers and others (including dealers depositing Bonds into
investment trusts) at prices lower than the public offering prices (or yields higher than the offering yields) stated on the
inside cover page hereof. The principal offering prices (or yields) set forth on the inside cover page hereof may be
changed from time to time after the initial offering by the Underwriters.

TAX EXEMPTION

Bond Counsel is of the opinion that, under existing law, interest on the Bonds is excluded from gross income
for federal income tax purposes and is not an item of tax preference for the purpose of computing the alternative
minimum tax imposed on individuals and corporations under the Internal Revenue Code of 1986, as amended (the
“Code”); it should be noted, however, that the interest on the Bonds is taken into account in determining adjusted
current earnings for the purpose of computing the alternative minimum tax imposed on corporations (as defined for
federal income tax purposes). Bond Counsel has not opined as to other federal tax consequences, if any, resulting from
holding the Bonds.

The Code imposes certain requirements and restrictions on the use, expenditure and investment of proceeds of
state and local governmental obligations, including the Bonds, and a requirement for payment to the federal
government (called a “rebate”) of certain proceeds derived from the investment thereof. Failure to comply with the
Code’s requirements subsequent to the issuance of the Bonds could cause interest on the Bonds to become included in
gross income for federal income tax purposes retroactive to the date of their issuance. On or before delivery of the
Bonds to the original purchasers, the Commonwealth will provide covenants or certificates evidencing that it will take
all lawful action necessary to comply with those provisions of the Code that, except for such compliance, would affect
adversely the excludability of interest on the Bonds from gross income for federal income tax purposes. Bond
Counsel’s opinion with respect to the federal income tax treatment of interest on the Bonds is conditioned upon such
compliance.

Prospective purchasers of the Bonds should also be aware that the Code denies a deduction for interest on
indebtedness incurred or continued to purchase or carry the Bonds, or, in the case of a financial institution, for that
portion of the owner’s interest expense allocated to interest on the Bonds. Interest on the Bonds earned by insurance
companies or allocable to certain dividends received by such companies may increase the taxable income of those
companies as calculated under Subchapter L of the Code. In addition, interest on the Bonds earned by certain
corporations could be subject to the foreign branch profits tax imposed by Section 884 of the Code, and may be
included in passive investment income subject to federal income taxation under Section 1375 of the Code applicable to
certain S corporations. The Code also requires recipients of certain social security and railroad retirement benefits to
take into account receipts and accruals of interest on the Bonds in determining the portion of such benefits that are
included in gross income and receipt of investment income, including interest on the Bonds, may disqualify the
recipient thereof from obtaining the earned income credit under Section 32(i) of the Code. No assurance can be given
that future legislation will not have adverse tax consequences for owners of the Bonds.

In the opinion of Bond Counsel, interest on the Bonds is exempt from Massachusetts personal income taxes,
and the Bonds are exempt from Massachusetts personal property taxes. Bond Counsel has not opined as to other
Massachusetts tax consequences arising with respect to the Bonds. Prospective purchasers should be aware, however,
that the Bonds are included in the measure of Massachusetts estate and inheritance taxes, and the Bonds and the interest
thereon are included in the measure of Massachusetts corporate excise and franchise taxes. Bond Counsel has not
opined as to the taxability of the Bonds or the income therefrom under the laws of any state other than Massachusetts.

For federal and Massachusetts tax purposes, interest includes accrued original issue discount. Original issue
discount with respect to a Bond is equal to the excess, if any, of the stated redemption price at maturity of such Bond,



over the initial offering price thereof to the public, excluding underwriters and other intermediaries, at which price a
substantial amount of all Bonds with the same maturity were sold. Original issue discount accrues actuarially over the
term of a Bond. Holders should consult their own tax advisers with respect to the computations of original issue
discount on such accruals of interest during the period in which any such Bond is held.

On the date of delivery of the Bonds, the Underwriters will be furnished with an opinion of Bond Counsel
substantially in the form attached hereto as Appendix B — “Proposed Form of Opinion of Bond Counsel.”

OPINIONS OF COUNSEL

The unqualified approving opinion as to the legality of the Bonds will be rendered by Palmer & Dodge
LLP of Boston, Massachusetts, Bond Counsel to the State Treasurer. The proposed form of the opinion of Bond
Counsel relating to the Bonds is attached hereto as Appendix B. Certain legal matters will also be passed upon by
Ropes & Gray of Boston, Massachusetts, as Disclosure Counsel to the State Treasurer. Certain legal matters will be
passed upon for the Underwriters by their counsel, Nixon Peabody LLP of Boston, Massachusetts.

CONTINUING DISCLOSURE

In order to assist the Underwriters in complying with paragraph (b)(5) of Rule 15¢2-12, the Commonwealth
will undertake in the Bonds to provide annual reports and notices of certain events. A description of this undertaking is
set forth in Appendix C attached hereto.

For information concerning the availability of certain other financial information from the Commonwealth,
see Appendix A - “Commonwealth Information Statement” under the heading “CONTINUING DISCLOSURE.”

MISCELLANEOUS

Any provisions of the constitution of the Commonwealth, of all general and special laws and of other
documents set forth or referred to in this Official Statement are only summarized, and such summaries do not purport to
be complete statements of any of such provisions. Only the actual text of such provisions can be relied upon for
completeness and accuracy.

All estimates and assumptions in this Official Statement have been made on the best information available and
are believed to be reliable, but no representations whatsoever are made that such estimates and assumptions are correct.
So far as any statements in this Official Statement involve any matters of opinion, whether or not expressly so stated,
they are intended merely as such and not as representations of fact. The various tables may not add due to rounding of
figures.

The information, estimates and assumptions and expressions of opinion in this Official Statement are subject
to change without notice. Neither the delivery of this Official Statement nor any sale made pursuant to this Official
Statement shall, under any circumstances, create any implication that there has been no change in the affairs of the
Commonwealth or its agencies, authorities or political subdivisions since the date of this Official Statement, except as
expressly stated.



AVAILABILITY OF OTHER INFORMATION

Questions regarding this Official Statement or requests for additional financial information concerning the
Commonwealth should be directed to Jeffrey S. Stearns, Deputy Treasurer, Office of the Treasurer and Receiver-
General, One Ashburton Place, 12th floor, Boston, Massachusetts 02108, telephone 617/367-3900 ext. 564, or Laura
Guadagno, Assistant Secretary for Capital Resources and Chief Development Officer, Executive Office for
Administration and Finance, State House, Room 373, Boston, Massachusetts 02133, telephone 617/727-2040.
Questions regarding legal matters relating to this Official Statement and the Bonds should be directed to Walter J. St.
Onge, 111, Palmer & Dodge LLP, 111 Huntington Avenue, Boston, Massachusetts 02199, telephone 617/239-0389.

THE COMMONWEALTH OF MASSACHUSETTS

By /s/ Shannon P. O’Brien
Shannon P. O’Brien
Treasurer and Receiver-General

By /s/ Kevin J. Sullivan
Kevin J. Sullivan
Secretary of Administration and Finance

March 21, 2002
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THE COMMONWEALTH OF MASSACHUSETTS
INFORMATION STATEMENT

March 21, 2002

This Information Statement, together with its Exhibits (included by reference as described below), is
furnished by The Commonwealth of Massachusetts (the “Commonwealth”). It contains certain fiscal, financial and
economic information concerning the Commonwealth and its ability to meet its obligations. The Commonwealth
Information Statement contains information only through its date and should be read in its entirety.

The ability of the Commonwealth to meet its obligations will be affected by future social, environmental
and economic conditions, among other things, as well as by legislative policies and the financial condition of the
Commonwealth. Many of these conditions are not within the control of the Commonwealth.

Exhibit A to this Information Statement is the Statement of Economic Information as of January 3, 2002,
which was included as Exhibit A to the Supplemental Information Statement dated January 17, 2002, attached to the
Official Statement of that date for the Commonwealth’s General Obligation Bonds, Consolidated Loan of 2001,
Series A. Exhibit A sets forth certain economic, demographic and statistical information concerning the
Commonwealth. Exhibits B and C are the Statutory Basis Financial Report for the year ended June 30, 2001 and the
Comprehensive Annual Financial Report (GAAP basis) for the year ended June 30, 2001, respectively. Specific
reference is made to said Exhibits A, B and C, copies of which have been filed with each Nationally Recognized
Municipal Securities Information Repository currently recognized by the Securities and Exchange Commission. The
financial statements are also available at the web site of the Comptroller of the Commonwealth located at
http://www.state.ma.us/osc/Reports/reportsfinancial.htm.
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bicameral Legislature and the Judiciary, as indicated by the chart below.

THE GOVERNMENT

The government of the Commonwealth is divided into three branches: the Executive, the

Electorate

Legislative Branch Executive Branch Judicial
Branch
General Lieutenant Governor Executive Supreme
Court Governor Council Judicial
Court
Appeals
Court
Senate House Attorney State State State Trial Court
General Auditor Secretary Treasurer
District Independent Offices
Attorneys and Commissions
Secretaries
Admini.stration Elder Affairs Environmental
and Finance Affairs

Health and Human
Services

Public Safety

Transportation and
Construction

A-6




Executive Branch

The Governor is the chief executive officer of the Commonwealth. Other elected members of the executive
branch are the Lieutenant Governor (elected with the Governor), the Treasurer and Receiver-General (the “State
Treasurer”), the Secretary of the Commonwealth, the Attorney General and the State Auditor. All are elected to
four-year terms. The terms of the current office holders began in January 1999. On April 10, 2001 Governor
Cellucci resigned to become the U. S. Ambassador to Canada. Upon Governor Cellucci’s resignation, Lieutenant
Governor Swift became Acting Governor until the expiration of the current term in January 2003.

The Executive Council, also referred to as the “Governor’s Council,” consists of eight members who are
elected to two-year terms in even-numbered years. The Executive Council is responsible for the confirmation of
certain gubernatorial appointments, particularly judges, and must approve all warrants (other than for debt service)
prepared by the Comptroller for payment by the State Treasurer.

Also within the Executive Branch are certain independent offices, each of which performs a defined
function, such as the Office of the Comptroller, the Board of Library Commissioners, the Office of the Inspector
General, the State Ethics Commission and the Office of Campaign and Political Finance.

Governor’s Cabinet. The Governor’s Cabinet, which assists the Governor in administration and policy
making, is comprised of the secretaries who head the six Executive Offices, which are the Executive Office for
Administration and Finance, the Executive Office of Elder Affairs, the Executive Office of Environmental Affairs,
the Executive Office of Health and Human Services, the Executive Office of Public Safety and the Executive Office
of Transportation and Construction, Cabinet secretaries serve at the pleasure of the Governor. Most agencies are
grouped under one of the six Executive Offices for administrative purposes. Other important agencies and
departments report directly to the Governor, including the Department of Housing and Community Development,
the Department of Consumer Affairs and Business Regulation, the Department of Economic Development and the
Department of Labor and Workforce Development.

Below is a graph depicting the breakdown of major categories of projected budgeted operating spending
for fiscal 2002. See “2002 FISCAL YEAR.”

Fiscal 2002 Projected Operating Spending

Administration & Finance .
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Direct Local Aid
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Public Assistance
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The Governor’s chief fiscal officer is the Secretary of Administration and Finance. The activities of the
Executive Office for Administration and Finance fall within five broad categories: (i) administrative and fiscal
supervision, including supervision of the implementation of the Commonwealth’s budget and monitoring of all
agency expenditures during the fiscal year; (ii) enforcement of the Commonwealth’s tax laws and collection of tax
revenues through the Department of Revenue for remittance to the State Treasurer, (iii) human resource
management, including administration of the state personnel system, civil service system and employee benefit
programs, and negotiation of collective bargaining agreements with certain of the Commonwealth’s public
employee unions; (iv) capital facilities management, including coordinating and overseeing the construction,
management and leasing of all state facilities; and (v) administration of general services, including information
technology services.

State Comptroller. All accounting policies and practices, publication of official financial reports and
oversight of fiscal management functions are the responsibility of the Comptroller. The Comptroller also
administers the annual state single audit and operates the state accounting system. The Comptroller is appointed by
the Governor for a term coterminous with the Governor’s and may be removed by the Governor only for cause. The
annual financial reports of the Commonwealth, single audit reports and any rules and regulations promulgated by
the Comptroller must be reviewed by an advisory board. This board is chaired by the Secretary of Administration
and Finance and includes the State Treasurer, the Attorney General, the State Auditor, the Chief Administrative
Justice of the Trial Court and two persons with relevant experience appointed by the Governor for three-year
staggered terms. The Commonwealth’s audited annual reports include audited financial statements on both the
statutory basis of accounting (the Statutory Basis Financial Report, or SBFR) and the GAAP basis (the
Comprehensive Annual Financial Report, or CAFR). The Commonwealth has continued its relationship with the
independent public accounting firm of Deloitte & Touche, LLP for fiscal 2001 and fiscal 2002 to audit the
Commonwealth’s financial statements and to conduct the state single audit. The Statutory Basis Financial Report
for the year ended June 30, 2001, included herein by reference as Exhibit B, and the Comprehensive Annual
Financial Report for the year ended June 30, 2001, included herein by reference as Exhibit C, were audited by
Deloitte & Touche LLP, as stated in its reports appearing therein. See “COMMONWEALTH BUDGET, FINANCIAL
MANAGEMENT AND CONTROLS.”

State Treasurer. The State Treasurer has four primary statutory responsibilities: (i) the collection of all
state revenues (other than small amounts of funds held by certain agencies); (ii) the management of both short-term
and long-term investments of Commonwealth funds (other than the state employee and teacher pension funds),
including all cash receipts; (iii) the disbursement of Commonwealth moneys and oversight of reconciliation of the
state’s accounts; and (iv) the issuance of almost all debt obligations of the Commonwealth, including notes,
commercial paper and long-term bonds.

In addition to these responsibilities, the State Treasurer serves as Chairman of the Massachusetts Lottery
Commission, the State Board of Retirement, the Pension Reserves Investment Management Board and the
Massachusetts Water Pollution Abatement Trust. The State Treasurer also serves as a member of numerous other
state boards and commissions, including the Emergency Finance Board.

State Auditor. The State Auditor is charged with improving the efficiency of state government by auditing
the administration and expenditure of public funds and reporting the findings to the public. The State Auditor
reviews the activities and operations of approximately 750 state entities and contract compliance of private vendors
doing business with the Commonwealth. See “COMMONWEALTH BUDGET, FINANCIAL MANAGEMENT AND
CONTROLS.”

Attorney General. The Attorney General represents the Commonwealth in all legal proceedings in both the
state and federal courts, including defending the Commonwealth in actions in which a state law or executive action
is challenged. The Attorney General also brings actions to enforce environmental and consumer protection statutes,
among others, and represents the Commonwealth in public utility and automobile and health insurance rate setting
procedures. The Attorney General works in conjunction with the general counsel of the various state agencies and
executive departments to coordinate and monitor all pending litigation.

State Secretary. The Secretary of the Commonwealth is responsible for collection and storage of public
records and archives, securities regulation, state elections, administration of state lobbying laws and custody of the
seal of the Commonwealth.



Legislative Branch

The General Court (the “General Court” or the “Legislature”) is the bicameral legislative body of the
Commonwealth, consisting of a Senate of 40 members and a House of Representatives of 160 members. Members
of both the Senate and the House are elected to two-year terms in even-numbered years. The General Court meets
every year. The joint rules of the House and Senate require all formal business to be concluded by the end of July in
even-numbered years and by the third Wednesday in November in odd-numbered years.

The House of Representatives must originate any bill that imposes a tax. Once a tax bill is originated by the
House and forwarded to the Senate for consideration, the Senate may amend it. All bills are presented to the
Governor for approval or veto; the General Court may override the Governor’s veto of any bill by a two-thirds vote
of each house. The Governor also has the power to return a bill to the branch of the Legislature in which it was
originated with a recommendation that certain amendments be made therein; such bill is then before the Legislature
and is subject to amendment or re-enactment, at which point the Governor has no further right to return the bill a
second time with a recommendation to amend.

Judicial Branch

The judicial branch of state government is composed of the Supreme Judicial Court, the Appeals Court and
the Trial Court. The Supreme Judicial Court has original jurisdiction over certain cases and hears appeals from both
the Appeals Court, which is an intermediate appellate court, and, in some cases, directly from the Trial Court. The
Supreme Judicial Court is authorized to render advisory opinions on certain questions of law to the Governor, the
General Court and the Governor’s Council. Judges of the Supreme Judicial Court, the Appeals Court and the Trial
Court are appointed by the Governor, with the advice and consent of the Governor’s Council, to serve until the
mandatory retirement age of 70 years.

Independent Authorities and Agencies

The Legislature has established 56 independent authorities and agencies within the Commonwealth, the
budgets of which are not included in the Commonwealth’s annual budget. The Governmental Accounting Standards
Board (GASB) Statement 14 articulates standards for determining significant financial or operational relationships
between the primary government and its independent entities. In fiscal 2001, the Commonwealth had significant
operational or financial relationships, or both, as defined by GASB Statement 14, with 34 of its 56 authorities. A
discussion of these entities and the relationship to the Commonwealth is included in footnote 1 to the fiscal 2001
general purpose financial statements in the Comprehensive Annual Financial Report included herein by reference as
Exhibit C.

Local Government

All territory in the Commonwealth is in one of the 351 incorporated cities and towns that exercise the
functions of local government. Cities and towns or regional school districts established by them provide elementary
and secondary education. Cities are governed by several variations of the mayor-and-council or manager-and-
council form. Most towns place executive power in a board of three or five selectmen elected to one- or three-year
terms and retain legislative powers in the voters themselves, who assemble in periodic open or representative town
meetings. Various local and regional districts exist for schools, parks, water and wastewater administration and
certain other governmental functions.

Municipal revenues consist of taxes on real and personal property, distributions from the Commonwealth
under a variety of programs and formulas, local receipts (including motor vehicle excise taxes, local option taxes,
fines, licenses and permits, charges for utility and other services and investment income) and appropriations from
other available funds (including general and dedicated reserve funds). Following the enactment in 1980 of the tax
limitation initiative petition commonly known as Proposition 2%, local governments have been forced to rely less
on property taxes and more on other revenues, principally Local Aid, to support local programs and services. See
“COMMONWEALTH PROGRAMS AND SERVICES — Local Aid.”



The cities and towns of the Commonwealth are also organized into 14 counties, but county government has
been abolished in seven of those counties in recent years. The county governments that remain are responsible
principally for the operation of correctional facilities and registries of deeds. Where county government has been
abolished, the functions, duties and responsibilities of the government have been transferred to the Commonwealth,
including all employees, assets, valid liabilities and debts.

Initiative Petitions

Under the Massachusetts constitution, legislation may be enacted in the Commonwealth pursuant to a voter
initiative process. Initiative petitions which have been certified by the Attorney General as to proper form and as to
which the requisite number of voter signatures has been collected are submitted to the Legislature for consideration.
If the Legislature fails to enact the measure into law as submitted, the petitioner may place the initiative on the
ballot for the next statewide general election by collecting additional voter signatures. If approved by a majority of
the voters at the general election, the petition becomes law 30 days after the date of the election. Initiative petitions
approved by the voters do not constitute constitutional amendments and may be subsequently amended or repealed
by the Legislature. In recent years, ballots at statewide general elections typically have presented a variety of
initiative petitions, frequently including petitions relating to tax and fiscal policy. A number of these have been
approved and become law. See particularly “COMMONWEALTH REVENUES — State Taxes; Income Tax,” * — Federal
and Other Non-Tax Revenues” and * — Limitations on Tax Revenues” and “COMMONWEALTH PROGRAMS AND
SERVICES — Local Aid.”

COMMONWEALTH BUDGET, FINANCIAL MANAGEMENT AND CONTROLS
Operating Fund Structure

The Commonwealth’s operating fund structure satisfies the requirements of state finance law and is in
accordance with generally accepted accounting principles (“GAAP”), as defined by the Governmental Accounting
Standards Board. The General Fund and those special revenue funds which are appropriated in the annual state
budget receive most of the non-bond and non-federal grant revenues of the Commonwealth. These funds are
referred to in this Information Statement as the “budgeted operating funds” of the Commonwealth. They do not
include the capital projects funds of the Commonwealth, into which the proceeds of Commonwealth bonds are
deposited. See “Overview of Capital Spending Process and Controls; Capital Projects Fund Structure.” The three
principal budgeted operating funds are the General Fund, the Highway Fund and the Local Aid Fund. Expenditures
from these three funds generally account for approximately 93% of total expenditures of the budgeted operating
funds. State finance law also provides for a Stabilization Fund, a Capital Projects Fund and a Tax Reduction Fund
relating to the use of any aggregate fiscal year-end surplus in the Commonwealth’s three principal budgeted
operating funds. See “FINANCIAL RESULTS — Stabilization Fund and Disposition of Year-End Surpluses.”

Overview of Budgetary Process

Generally, funds for the Commonwealth’s programs and services must be appropriated by the Legislature.
The process of preparing a budget begins at the administrative level early in the fiscal year preceding the fiscal year
for which the budget will take effect. The legislative budgetary process begins in late January (or, in the case of a
newly elected Governor, not later than March) with the Governor’s submission to the Legislature of a budget
recommendation for the fiscal year commencing in the ensuing July. The Massachusetts constitution requires that
the Governor recommend to the Legislature a budget which contains a statement of all proposed expenditures of the
Commonwealth for the fiscal year, including those already authorized by law, and of all taxes, revenues, loans and
other means by which such expenditures are to be defrayed. By statute, the Legislature and the Governor must
approve a balanced budget for each fiscal year, and no supplementary appropriation bill may be approved by the
Governor if it will result in an unbalanced budget. However, this is a statutory requirement that may be superseded
by an appropriation act.

The House Ways and Means Committee considers the Governor’s budget recommendations and, with
revisions, proposes a budget to the full House of Representatives. Once approved by the House, the budget is
considered by the Senate Ways and Means Committee, which in turn proposes a budget to be considered by the full
Senate. After Senate action, a legislative conference committee generally develops a compromise budget for



consideration by both houses of the Legislature, which upon adoption is sent to the Governor. Under the
Massachusetts constitution, the Governor may veto the budget in whole or disapprove or reduce specific line items.
The Legislature may override the Governor’s veto or specific line-item vetoes by a two-thirds vote of both the
House and Senate. The annual budget legislation, as finally enacted, is known as the General Appropriation Act.

In years in which the General Appropriation Act is not approved by the Legislature and the Governor prior
to the beginning of the applicable fiscal year, the Legislature and the Governor generally approve a temporary
budget under which funds for the Commonwealth’s programs and services are appropriated based upon the level of
appropriations from the prior fiscal year budget.

During the course of the fiscal year, the Comptroller monitors budgetary accounts and notifies the
Secretary of Administration and Finance and the House and Senate Committees on Ways and Means whenever the
appropriation for a particular account has been depleted. Whenever the Governor believes that existing
appropriations are insufficient to provide for projected expenditures under authorized programs, the Governor may
seek supplemental appropriations for particular programs or spending items.

Various procedures required by state finance law are used by the Commonwealth to monitor revenues and
expenditures during the fiscal year. For example, quarterly revenue estimates are required to be made by the
Secretary of Administration and Finance, and the Comptroller publishes a quarterly report of planned and actual
revenues. See “COMMONWEALTH REVENUES — Tax Revenue Forecasting.” In addition, each department head is
required to notify the Secretary of Administration and Finance and the House and Senate Committees on Ways and
Means of any anticipated decrease in estimated revenues for his or her department from the federal government or
other sources or whenever it appears that any appropriation will be insufficient to meet all expenditures required in
the fiscal year by any law, rule, regulation or order not subject to the administrative control. The Secretary of
Administration and Finance must notify the Governor and the House and Senate Committees on Ways and Means
whenever the Secretary determines that revenues will be insufficient to meet authorized expenditures. The Secretary
of Administration and Finance is then required to compute projected deficiencies and, under Section 9C of
Chapter 29 of the General Laws, the Governor is required to reduce allotments, to the extent lawfully permitted to
do so, or submit proposals to the Legislature to raise additional revenues or to make appropriations from the
Stabilization Fund to cover such deficiencies. The Supreme Judicial Court has ruled that the Governor’s authority to
reduce allotments of appropriated funds extends only to appropriations of funds to state agencies under the
Governor’s control and not, for example, to local aid.

Cash and Budgetary Controls

The Commonwealth has in place controls designed to ensure that sufficient cash is available to meet the
Commonwealth’s obligations, that state expenditures are consistent with periodic allotments of annual
appropriations and that moneys are expended consistently with statutory and public purposes. Two independently
elected Executive Branch officials, the State Treasurer and the State Auditor, conduct the cash management and
audit functions respectively. The Comptroller conducts the expenditure control function. The Secretary of
Administration and Finance is the Governor’s chief fiscal officer and provides overall coordination of fiscal
activities.

Cash Management Practices of State Treasurer

The State Treasurer is responsible for ensuring that all Commonwealth financial obligations are met on a
timely basis. The Massachusetts constitution requires that all payments by the Commonwealth (other than debt
service) be made pursuant to a warrant approved by the Governor’s Council. The Comptroller prepares certificates
which, with the advice and consent of the Governor’s Council and approval of the Governor, become the warrant to
the State Treasurer. Once the warrant is approved, the State Treasurer’s office disburses the money.

The Cash Management Division of the State Treasurer’s office accounts on a daily basis for cash received
into over 600 separate accounts of the Department of Revenue and other Commonwealth agencies and departments.
The Division relies primarily upon electronic receipt and disbursement systems.

The State Treasurer is required to submit quarterly cash flow projections for the then current fiscal year to
the House and Senate Committees on Ways and Means on or before each August 25, November 25, February 25



and May 25. The projections must include estimated sources and uses of cash, together with the assumptions from
which such estimates were derived and identification of any cash flow gaps. See “2002 FISCAL YEAR — Cash Flow.”
The State Treasurer’s office also oversees a $1.0 billion commercial paper program. See “COMMONWEALTH
CAPITAL SPENDING AND LONG-TERM LIABILITIES — General Obligation Debt.” Regular meetings comparing
estimated to actual revenues and expenditures are held among the Office of the State Treasurer, the Office of the
Comptroller, the Department of Revenue and the Executive Office for Administration and Finance.

The State Treasurer’s office, in conjunction with the Executive Office for Administration and Finance, is
also required to develop quarterly and annual cash management plans to address any gap identified by the cash flow
projections and variance reports.

Fiscal Control, Accounting and Reporting Practices of Comptroller

The Comptroller is responsible for oversight of fiscal management functions, establishment of all
accounting policies and practices and publication of official financial reports. The Comptroller maintains the
Massachusetts Management Accounting and Reporting System (“MMARS”), the centralized state accounting
system that is used by all state agencies and departments except independent state authorities. MMARS provides a
ledger-based system of revenue and expenditure accounts enabling the Comptroller to control obligations and
expenditures effectively and to ensure that appropriations are not exceeded during the course of the fiscal year. The
Commonwealth’s statewide accounting system also includes a billing and accounts receivable subsystem to control
the billing, collection and management of its non-tax revenues.

Expenditure Controls. The Comptroller requires that the amount of all obligations under purchase orders,
contracts and other commitments for the expenditures of moneys be recorded as encumbrances. Once encumbered,
these amounts are not available to support additional spending commitments. As a result of these encumbrances,
spending agencies can use MMARS to determine at any given time the amount of their appropriations available for
future commitments.

The Comptroller is responsible for compiling expenditure requests into the certificates for approval by the
Governor’s Council. In preparing the certificates which become the warrant, the Comptroller’s office has systems in
place to ensure that the necessary moneys for payment have been both appropriated by the Legislature and allotted
by the Governor in each account and subaccount. By law, certain obligations may be placed upon the warrant even
if the supporting appropriation or allotment is insufficient. These obligations include debt service, which is
specifically exempted by the state constitution from the warrant requirement, and Medicaid payments, which are
mandated by federal law.

Although state finance law generally does not create priorities among types of payments to be made by the
Commonwealth in the event of a cash shortfall, the Comptroller has developed procedures, in consultation with the
State Treasurer and the Executive Office for Administration and Finance, for prioritizing payments based upon state
finance law and sound fiscal management practices. Under those procedures, debt service on the Commonwealth’s
bonds and notes is given the highest priority among the Commonwealth’s various payment obligations.

Internal Controls. The Comptroller maintains internal control policies and procedures in accordance with
state finance law that state agencies are required to follow. Violations of state finance law or regulation, or other
internal control weaknesses, must be reported to the State Auditor, who is authorized, among other things, to
investigate and recommend corrective action.

Statutory Basis of Accounting. The Commonwealth adopts its budget and maintains its financial
information on the basis of state finance law (the “statutory basis of accounting” or “statutory basis”). The emphasis
is on accountability and budgetary control over appropriations.

Under the statutory basis, tax and departmental revenues are accounted for on a modified cash basis by
reconciling revenue to actual cash receipts confirmed by the State Treasurer. Certain limited revenue accruals are
also recognized, including federal reimbursements receivable with respect to expenditures already made.
Expenditures are measured on a modified cash basis with actual cash disbursements as confirmed by the State
Treasurer, except that encumbrances for goods or services received at or before the end of a fiscal year are
recognized as accounts payable and included in expenditures.



For most Commonwealth programs and services, the measurement of expenditures under the statutory
basis of accounting is equivalent to such measurement on a GAAP basis. However, for certain federally mandated
entitlement programs, such as Medicaid, expenditures are recognized under the statutory basis of accounting only to
the extent of disbursements supported by current-year appropriations. The approximate net effect of this practice is
to charge to a given fiscal year the Medicaid bills of the last two or three months of the preceding fiscal year and
only the first nine or ten months of that fiscal year.

GAAP Basis of Accounting. Since fiscal 1986, the Comptroller has prepared Commonwealth financial
statements on a GAAP basis. The emphasis is on demonstrating inter-period equity through the use of modified
accrual accounting for the recognition of revenues and expenditures/expenses. In addition to the primary
government, certain independent authorities and agencies of the Commonwealth are included as component units
within the Commonwealth’s reporting entity, primarily as non-budgeted enterprise funds.

Under GAAP, revenues are reported in the period in which they become both measurable and available.
Revenues are “available” when they are expected to be collected within the current period or soon enough thereafter
to be used to pay liabilities of the current period. Significant revenues susceptible to accrual include income, sales
and use, corporation and other taxes, federal grants and reimbursements, and reimbursements for the use of
materials and services. Tax accruals, which represent the estimated amounts due to the Commonwealth on previous
filings, over and under withholdings, estimated payments on income earned and tax refunds and abatements
payable, are all recorded as adjustments to statutory basis tax revenues. Expenditures/expenses are recorded in the
period in which the related fund liability is incurred. Principal of and interest on long-term debt obligations are
recorded as fund liabilities when due. Major expenditure accruals are recorded for the cost of Medicaid claims that
have been incurred but not paid, claims and judgments and compensated absences such as vacation pay earned by
state employees. See “FINANCIAL RESULTS — Selected Financial Data — GAAP Basis” and Exhibit C
(Comprehensive Annual Financial Report for the year ended June 30, 2001).



GASB Statement 34. Beginning with fiscal 2002, the Commonwealth’s GAAP financial statements will
change prospectively due to the implementation of GASB Statement 34. The changes effectively add an additional
layer of reporting to the current fund perspective reports, which will continue. The changes will present a
government-wide perspective, including debt, fixed assets and accrual activity on a comprehensive balance sheet.
The CAFR will be reorganized, with additional elements, such as a management’s discussion and analysis. The
following are other material, pertinent changes between the existing governmental fund balance sheet and the future
government-wide statement of net assets:

Effect on
Commonwealth’s
Assets and Current GASB Statement Governmental
Liabilities Reporting 34 Reporting Change Required Fund Balance
Capital assets, Reported in a Reported on the To be reported, net | Fund balance to be
including separate account face of the of accumulated adjusted for the
infrastructure. group without financial depreciation/ carrying value of
infrastructure. statements. amortization. net assets.
Deferred bond Not reported. Reported on the Unamortized Fund balance to be
issuance charges. face of the balance of deferred | adjusted for the
financial bond issuance unamortized
statements. charges to be balance of deferred
reported. bond issuance
costs.
Unmatured long- Reported in a Reported on the Unmatured long Fund balance to be
term debt, net of separate account face of the term debt to be adjusted for the
premiums, group. financial reported, net of unmatured debt.
discounts, etc. statements. premiums,
discounts, etc.
Accrued interest Not reported. Reported on the Asset/liability to Fund balance to be
receivable and face of the be reported for adjusted for
payable. financial receivable/payable. | current accruals.
statements.
Claims and Reported in a Reported on the Accrued liabilities | Fund balance to be
judgments, separate account face of the outstanding to be adjusted for
compensated group. financial reported. accrued liabilities.
absences, statements.
escalating
operating leases
and net pension
obligations.

The Commonwealth has not yet calculated the effect on its existing fund balances of these and other
prospective changes. In addition to fund balance changes, there will also be changes to the income statements.
Under GASB Statement 34, capital outlays, debt payments, gains and losses from sales of assets, depreciation and
amortization are all expected to affect income from the government-wide perspective.

Financial Reports. The Commonwealth’s fiscal year ends on June 30. For fiscal 1986 through 1989, the
Commonwealth’s audited annual report included audited financial statements on both the statutory basis of
accounting and the GAAP basis. Since fiscal 1990, these financial statements have been issued as two separate
reports, one utilizing the statutory basis of accounting (the SBFR) and one utilizing the GAAP basis (the CAFR).



The SBFR is published by the Comptroller by October 31, and the CAFR is published by the Comptroller by the
second Wednesday in January. The SBER for the year ended June 30, 2001 and the CAFR for the year ended June
30,2001 are included herein by reference as Exhibits B and C, respectively. For fiscal 1991 through 2001 the
independent auditor’s opinions were unqualified. Copies of these financial reports are available at the address
provided under “CONTINUING DISCLOSURE.” The SBFR for fiscal 1997 through fiscal 2001 and the CAFR for fiscal
1994 through fiscal 2001 are also available on the Comptroller’s web site located at
http://www.state.ma.us/osc/Reports/reportsfinancial. htm. Throughout the year, the Comptroller prepares interim
financial statements on the statutory basis of accounting, which are not audited, but are considered authoritative.

The Comptroller retains an independent certified public accounting firm to audit the Commonwealth’s
financial statements and issue certain other reports required by the single audit. As part of the single audit, the
independent auditors render a report on all programs involving federal funding for compliance with federal and state
laws and regulations and assess the adequacy of internal control systems.

The Commonwealth CAFRs for fiscal 1996 through 2000, from which certain information contained in
this Information Statement has been derived, were each awarded the Certificate of Achievement for Excellence in
Financial Reporting by the Government Finance Officers Association of the United States and Canada (GFOA). The
Certificate of Achievement is the highest form of recognition for excellence in state and local government financial
reporting. Fiscal 2000 marked the eleventh consecutive year that the Commonwealth has received this award. The
CAFR for fiscal 2001 has been submitted to the GFOA for the award.

In order to be awarded a Certificate of Achievement, a government must publish an easily readable and
efficiently organized comprehensive annual financial report, the contents of which conform to program standards.
Any such CAFR must satisfy both GAAP and applicable legal requirements. A Certificate of Achievement is valid
for a period of one year only.

Overview of Capital Spending Process and Controls

Capital Projects Fund Structure. Capital projects funds are used to account for financial activity related to
the acquisition of major capital assets. Line item capital appropriations are authorized from capital projects funds.
Such capital spending is financed principally from proceeds of Commonwealth bonds and bond anticipation notes,
federal reimbursements, payments from other entities (such as the Massachusetts Turnpike Authority) and transfers
from other governmental funds. The issuance of bonds and bond anticipation notes requires that both houses of the
Legislature approve, by a two-thirds vote, bond authorizations to incur debt for specific purposes. See
“COMMONWEALTH CAPITAL SPENDING AND LONG-TERM LIABILITIES.” Pursuant to state finance law, the Governor,
through the Secretary of Administration and Finance, has discretion over the allotment and, therefore, the actual
expenditure of funds authorized by capital appropriations.

Five-Year Capital Spending Plan. The Fiscal Affairs Division in the Executive Office for Administration
and Finance maintains a rolling five-year capital spending plan. The plan, which is an administrative guideline and
subject to amendment at any time, sets forth capital spending allocations for a period of five fiscal years and
establishes capital spending limits. The policy objective of the five-year plan is to limit the Commonwealth’s debt
burden by controlling the relationship between current capital spending and the issuance of Commonwealth bonds.
Capital appropriations enacted by the Legislature are typically supported by bond authorizations. As noted above,
the Governor, through the Secretary of Administration and Finance, may control the rate at which capital
expenditures occur by utilizing his or her discretion over the allotment of capital appropriations, and therefore
control the amount of bonds issued to finance such expenditures. See “COMMONWEALTH CAPITAL SPENDING AND
LONG-TERM LIABILITIES.”

Capital Spending and Controls. In conjunction with the development of the five-year capital spending
plan, a number of accounting procedures and fiscal controls have been instituted to limit agency capital spending to
the levels established by the plan. Since July 1, 1991, all agency capital spending has been tracked against the five-
year plan on both cash and an encumbrance accounting basis on MMARS, and federal reimbursements have been
budgeted and monitored against anticipated receipts.



Audit Practices of State Auditor

The State Auditor is mandated under state law to conduct an audit at least once every two years of all
activities of the Commonwealth. The audit encompasses 750 entities, including the court system and the
independent authorities, and includes an overall evaluation of management operations. The State Auditor also has
the authority to audit federally aided programs and vendors under contract with the Commonwealth, as well as to
conduct special audit projects. The State Auditor conducts both financial compliance and performance audits in
accordance with generally accepted government auditing standards issued by the Comptroller General of the United
States. In addition, and in conjunction with the independent public accounting firm of Deloitte & Touche, LLP, the
State Auditor performs a significant portion of the audit work relating to the state single audit.

Within the State Auditor’s office is the Division of Local Mandates, which evaluates all proposed and
actual legislation to determine the financial impact on the Commonwealth’s cities and towns. In accordance with
state law, the Commonwealth is required to reimburse cities and towns for any costs incurred through mandated
programs established after the passage of Proposition 2%, the statewide tax limitation enacted by the voters in 1980,
unless expressly exempted from those provisions, and the State Auditor’s financial analysis is used to establish the
amount of reimbursement due. See “COMMONWEALTH PROGRAMS AND SERVICES — Local Aid; Proposition 2'5.”

FINANCIAL RESULTS

As the annual operating budget of the Commonwealth is adopted in accordance with the statutory basis of
accounting, public and governmental discourse on the financial affairs of the Commonwealth has traditionally
followed the statutory basis. Consequently, the financial information set forth in this document follows the statutory
basis, except where otherwise noted. Since fiscal 1990, the Commonwealth has prepared separate audited financial
reports on the statutory basis and on a GAAP basis. See “COMMONWEALTH BUDGET, FINANCIAL MANAGEMENT
AND CONTROLS—Fiscal Control, Accounting and Reporting Practices of the Comptroller; Financial Reports.” The
SBFR for the year ended June 30, 2001 is included herein by reference as Exhibit B. The CAFR for the year ended
June 30, 2001 is included herein by reference as Exhibit C.

Auditor’s Report on Fiscal 2001 CAFR

The general purpose financial statements included in the CAFR of the Commonwealth for the year ended
June 30, 2001 were audited by Deloitte & Touche LLP (“Deloitte & Touche”). The Deloitte & Touche audit report
dated December 18, 2001 on the general purpose financial statements included in the CAFR for the year ended June
30, 2001 as originally issued contained an unqualified opinion. On March 14, 2002 the original report was
withdrawn due to a violation of the auditor independence rules self-reported by the auditors of the University of
Massachusetts Building Authority (a component unit of the University of Massachusetts) (the “Building Authority”)
and the consequent withdrawal of the opinion of the auditors of the University of Massachusetts (the “University”).
A new report was issued by Deloitte & Touche dated December 18, 2001 (March 14, 2002, with respect to the
University and College Fund Type), which expressed a disclaimer of opinion on the University and College Fund

Type.

The financial statements of the Building Authority have been re-audited by a different auditing firm. That
firm expressed an unqualified opinion with respect to the Building Authority. Subsequent to the release of the
Building Authority’s opinion, the University’s auditors also re-expressed an unqualified opinion. Deloitte &
Touche has now issued an unqualified audit report on the Commonwealth’s general purpose financial statements
dated December 18, 2001 (March 18, 2002 with respect to University and College Fund Type).

A copy of the audit report of Deloitte & Touche dated December 18, 2001 (March 18, 2002, with respect to
the University and College Fund Type) is being filed with each Nationally Recognized Municipal Securities
Information Repository currently recognized by the Securities and Exchange Commission and is incorporated by
reference in Exhibit C to this Information Statement and in each statement in this Information Statement referred to
the Commonwealth CAFR for the year ended June 30, 2001. The report dated December 18, 2001 (March 14,
2002, with respect to University and College Fund Type) has been withdrawn.



The audit report of Deloitte & Touche dated October 24, 2001 on the Statutory Basis Financial Report of
the Commonwealth for the fiscal year ended June 30, 2001, which expressed an unqualified opinion based on their
audit and the reports of other auditors, is not affected by the withdrawal and reissuance of the audit report on the
Commonwealth’s general purpose financial statements included in the CAFR because the Statutory Basis Financial
Report does not include the Building Authority or other university and college held funds.

Selected Financial Data — Statutory Basis

The revenues and expenditures of the budgeted operating funds presented in the following table are derived
from the Commonwealth’s audited statutory basis financial statements for fiscal 1997 through 2001, but have been
adjusted to reflect the impact of the MBTA forward funding legislation. See “FINANCIAL RESULTS - Massachusetts
Bay Transportation Authority.” The estimates for fiscal 2002 have been prepared by the Executive Office for
Administration and Finance. The financial information presented includes all budgeted operating funds of the
Commonwealth. When the status of a fund has changed during this period, prior years have been restated to
conform to the fiscal 2002 budget.

For fiscal 2001, the Commonwealth reported 64 budgeted operating funds. During a fiscal year there are
numerous transactions among these budgeted funds, which from the fund accounting perspective create offsetting
inflows and outflows.

In conducting the budget process, the Executive Office for Administration and Finance excludes those
interfund transactions that by their nature have no impact on the combined fund balance of the budgeted funds. The
following table isolates this interfund activity from the budgeted sources and uses to align more clearly forecasts
prepared during the budget process to the detailed fund accounting of the Commonwealth’s annual financial
statements.
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Budgeted Operating Funds Operations -- Statutory Basis
(in millions)(1)

Estimated
Fiscal 1997 Fiscal 1998 Fiscal 1999 Fiscal 2000 Fiscal 2001 Fiscal 2002(2)

Beginning Fund Balances
Reserved or Designated $ 263.4 $ 225.1 $ 286.3 $ 330.2 $ 278.5 $ 895.3
Tax Reduction Fund 231.7 91.8 367.7 6.8 7.2 33.6
Stabilization Fund 5433 799.3 1,159.6 1,388.5 1,608.4 1,715.0
Undesignated 134.0 277.8 378.5 386.9 391.3 367.1
Fund Balance Restatement 0.6(3) - - -- - --
Total 1,173.0 1,394.0 2,192.1 2,112.4 2,285.4 3,011.0
Revenues and Other Sources
Taxes 12,864.5 14,026.3 14,291.5 15,688.6 16,074.7(5) 14,556.0(5)(6)
Federal Reimbursements 3,019.6 3,361.2 3,442.9 3,645.6 3,974.2 4,364.1
Departmental and Other Revenues 1,267.9 1,286.4 1,297.8 1,359.9 1,431.8 1,390.3
Interfund Transfers from Non-budgeted

Funds and Other Sources 1,018.0 1.125.9 1.132.8 1,893.0 1.385.9 1.299.9
Budgeted Revenues and Other Sources 18.,170.0 19,799.8 20.165.0 22.587.1 22.866.6 21.610.3
Mass Transit Assessments from

Municipalities 151.5 155.6 159.9 15.8 -- -
Interfund Transfers among Budgeted
Funds and Other Sources 901.8 1.,449.2 1.242.0 3.618.2(4) 931.0 1,053.1
Total Revenues and Other Sources 19.223.3 21.404.6 21.566.9 26,221.1 23.797.6 22.663.4
Expenditures and Uses
Programs and Services 15,218.8 16,238.6 17,341.1 19,330.7 19,474.3 20,610.0
Debt Service 1,275.5 1,213.4 1,173.8 1,193.3 676.0 1,351.7
Pensions 1,069.2 1,069.8 990.2 986.3 1,040.1 797.0
Interfund Transfers to Non-budgeted
Funds and Other Uses 385.5 479.9 739.6 903.8 950.6 72.6
Budgeted Expenditures and Other Uses 17,949.0 19,001.7 20.244.7 22.414.1 22,141.0 22.831.3
Payment of Municipal Mass Transit

Assessments to the MBTA and RTA’s 151.5 155.6 159.9 15.8 - --
Interfund Transfers among Budgeted

Funds and Other Uses 901.8 1,449.2 1,242.0 3.618.2 931.0 1,053.1
Total Expenditures and Other Uses 19,002.3 20.606.5 21.646.6 26.,048.1 23.072.0 23.884.4
Excess (Deficiency) of Revenues and
Other Sources Over Expenditures and
Other Uses 221.0 798.1 (79.7) 173.0 725.6 (1,221.0)
Ending Fund Balances
Reserved or Designated 225.1 286.3 330.2 278.5 895.3 26.1
Tax Reduction Fund 91.8 367.7 6.8 7.2 33.6 --
Stabilization Fund 799.3 1,159.6 1,388.5 1,608.4 1,715.0 1,542.0
Undesignated 277.8 378.5 386.9 391.3 367.1 221.8
Total $ 1,394.0 $ 2,192.1 $§ 21124 $ 22854 $§ 3,011.0 $ 1,789.9

SOURCE: Fiscal 1997-2001, Office of the Comptroller; fiscal 2002, Executive Office for Administration and Finance.

(1) Totals may not add due to rounding.

(2) Estimated fiscal 2002 is based on the General Appropriation Act, as supplemented to date, and certain anticipated expenditures and expenditure
reductions that have not yet been approved by the Legislature. See “2002 Fiscal Year.”

(3) The fund balance restatement for fiscal 1997 is the result of the reclassification of the Drug Analysis Fund from a non-budgeted fund to a budgeted
fund.

(4) Reflects legislation in the final supplemental appropriations act for fiscal 2000 requiring the Comptroller to transfer funds from the General Fund
to the Local Aid Fund and Highway Fund at the end of fiscal 2000, eliminating deficits in these funds.

(5) Net of $654.6 million in 2001and a projected $664.0 million in 2002 of dedicated sales tax to be transferred to the MBTA that were moved
outside of the budget (are no longer budgeted) beginning in 2001.

(6) Tax revenue for fiscal 2002 is based on a tax revenue estimate of $15.222 billion used in the February 2002 cash flow report. See “2002 FISCAL
YEAR — Cash Flow.” The Secretary of Administration and Finance is currently reviewing the official tax revenue estimate, and is expected to
announce an estimate substantially lower than $15.2 billion in the coming weeks. See “COMMONWEALTH REVENUES — Tax Revenue
Forecasting.”



Massachusetts Bay Transportation Authority - Financial Restructuring

Beginning in fiscal 2001, the finances of the Massachusetts Bay Transportation Authority (MBTA) were
restructured, and its financial relationship to the Commonwealth changed materially. The MBTA finances and
operates mass transit facilities in eastern Massachusetts. The MBTA issues its own bonds and notes and is also
responsible for the payment of obligations issued by the Boston Metropolitan District prior to the creation of the
MBTA in 1964. The Commonwealth is obligated to provide the MBTA with a portion of the revenues raised by the
Commonwealth’s sales tax, generally the amount raised by a 1% sales tax with an inflation-adjusted floor. (For
fiscal 2002 the floor is $664 million.) This amount is dedicated to the MBTA under a trust fund mechanism that
does not permit future Legislatures to divert the funds. The dedicated revenue stream is disbursed to the MBTA
without state appropriation to be used to meet the Commonwealth’s debt service contract assistance obligations
relating to outstanding MBTA debt, as described below, and to meet the MBTA’s other operating and debt service
needs. The MBTA is authorized to assess a portion of its costs on 175 cities and towns in eastern Massachusetts;
after a five-year phase-in of reduced assessments (from approximately $144.6 million in fiscal 2000 to
approximately $136.0 million in fiscal 2006), the cities and towns are required by law to pay assessments equal to at
least $136 million in the aggregate, as adjusted in each year after fiscal 2006 for inflation (with no annual increase
to exceed 2.5% per year).

Prior to July 1, 2000, the Commonwealth provided financial support of the MBTA through guaranties of
the debt service on its bonds and notes, contract assistance generally equal to 90% of the debt service on outstanding
MBTA bonds and payment of its net cost of service (current expenses, including debt service and lease obligations
not otherwise provided for, minus current income). The MBTA’s net cost of service was financed by the issuance of
short-term notes by the MBTA and by cash advances from the Commonwealth. The Commonwealth then assessed
the net cost of service in arrears on the cities and towns in the MBTA territory after deducting certain subsidy
amounts appropriated in the state budget. This practice resulted in the disbursement of substantial cash subsidies
paid out by the Commonwealth up to 18 months before the appropriation of amounts to defray such expenses. The
legislation enacted in November 1999 that provided for state sales tax receipts to be dedicated to the MBTA also
provided for the “forward funding” of the MBTA by requiring the Commonwealth to defray the cost of the 18-
month lag (from January 1, 1999 through June 30, 2001) in operating subsidies previously financed through the
issuance of notes by the MBTA and the Commonwealth and the advancing of Commonwealth cash reserves to the
MBTA. This cost has been estimated by the Comptroller of the Commonwealth to amount to $848.3 million. This
cost, plus an additional $100 million to provide working capital to the MBTA, was financed in part by the issuance
of $325 million of Commonwealth general obligation bonds (out of $800 million authorized by the Legislature) and
by $10.5 million in operating appropriations. The balance was financed by a transfer from the Commonwealth’s
Highway Capital Projects Fund, which initially was expected to be amortized over 20 years in the Commonwealth’s
operating budget. The remaining $475 million of Commonwealth general obligation bonds authorized to be issued
to replenish the transfer are still unissued, but $300 million are expected to be issued later in March 2002. See
“2002 FISCAL YEAR — Cash Flow”.

In order to draw down dedicated sales tax receipts or municipal assessments from the state treasury, the
MBTA must first certify that it has made provision in its annual budget for sufficient amounts to be available to
meet debt service payments or other payments due under pre-July 1, 2000 financing obligations for which the
Commonwealth has pledged its credit or contract assistance or is otherwise liable or as to which the MBTA has
covenanted to maintain net cost of service or contract assistance support. To the extent the dedicated sales tax
receipts and municipal assessments are insufficient in any year to meet the MBTA’s debt service payments with
respect to such obligations, the Commonwealth remains liable for the payment of such pre-July 1, 2000 obligations
or the provision of net cost of service or contract assistance support as to such obligations to the same extent as
before the enactment of the forward funding legislation. The amount of any support provided to the MBTA beyond
the dedicated sales tax receipts and municipal assessments is to be in the form of a no-interest loan repayable within
five years from the MBTA’s system revenues and the dedicated sales tax receipts and municipal assessments.

In the following table, to facilitate comparison, the revenues and expenditures for fiscal 1997 to fiscal

2001, inclusive, have been reduced by the actual amount paid to the MBTA in each of those fiscal years to reflect
the transfer off-budget of MBTA subsidies beginning in fiscal 2001.

A-19



Budgeted Operating Funds -- Adjusted for MBTA Operations

(in millions)(1)(2)
Estimated
Fiscal 1997 Fiscal 1998 Fiscal 1999 Fiscal 2000 Fiscal 2001 Fiscal 2002(3)

Beginning Fund Balances
Reserved or Designated $ 2634 $ 2251 § 2863 § 3302 $ 278.5 $ 895.3
Tax Reduction Fund 231.7 91.8 367.7 6.8 72 33.6
Stabilization Fund 5433 799.3 1,159.6 1,388.5 1,608.4 1,715.0
Undesignated 134.0 277.8 378.5 386.9 391.3 367.1
Fund Balance Restatement 0.6(4) - - -- - --
Total 1,173.0 1,394.0 2,192.1 2.112.4 2,285.4 3.011.0
Revenues and Other Sources
Taxes 12,864.5 14,026.3 14,291.5 15,688.6 16,074.7(5) 14,556.0(5)(6)
Federal Reimbursements 3,019.6 3,361.2 3,4429 3,0645.6 3,974.2 4,364.1
Departmental and Other Revenues 1,267.9 1,286.4 1,297.8 1,359.9 1,431.8 1,390.3
Interfund Transfers from Non-budgeted

Funds and Other Sources 1,018.0 1.125.9 1,132.8 1,893.0 1,385.9 1,299.9
Budgeted Revenues and Other Sources 18.170.0 19,799.8 20,165.0 22,587.1 22.866.6 21,610.3
MBTA Adjustment (2) (483.1) (491.1) (499.1) (561.9) NA NA
Adjusted Budgeted Revenues and Other 17.686.9 19,308.7 19,665.9 22,025.2 22.866.6 21,610.3
Sources
Expenditures and Uses
Programs and Services 15,218.8 16,238.6 17,341.1 19,330.7 19,474.3 20,610.0
Debt Service 1,275.5 1,213.4 1,173.8 1,193.3 676.0 1,351.7
Pensions 1,069.2 1,069.8 990.2 986.3 1,040.1 797.0
Interfund Transfers to Non-budgeted
Funds and Other Uses 385.5 479.9 739.6 903.8 950.6 72.6
Budgeted Expenditures and Other Uses 17,949.0 19,001.7 20.244.7 22.414.1 22,141.0 22.831.3
MBTA Adjustment (2) (483.1) (491.1) (499.1) (561.9) NA NA
Adjusted Expenditures and Other Uses 17.465.9 18.510.6 19.745.6 21.852.2 22.141.0 22.831.3
Excess (Deficiency) of Revenues and
Other Sources Over Expenditures and 221.0 798.1 (79.7) 172.9 725.6 (1.221.0)
Other Uses
Ending Fund Balances
Reserved or Designated 225.1 286.3 330.2 278.5 895.3 26.1
Tax Reduction Fund 91.8 367.7 6.8 7.2 33.6 -
Stabilization Fund 799.3 1,159.6 1,388.5 1,608.4 1,715.0 1,542.0
Undesignated 271.8 378.5 386.9 391.3 367.1 221.8
Total $ 1,394.0 $ 2.192.1 $ 21124 $ 22854 $§ 3,011.0 $ 17899

SOURCE: Executive Office for Administration and Finance and Office of the State Treasurer.

(1) Totals may not add due to rounding. The table does not reflect interfund transfers among budgeted funds and other sources, which have no
effect on the ending balance of the table. The amounts of the transfers were $901.8 million, $1,449.2 million, $1,242.0 million, $3,618.2
million, and $931 million in fiscal 1997-2001 respectively, and are estimated to be $1,053.1 million for fiscal 2002.

(2) To facilitate comparison, the table has been adjusted for fiscal 1997 through fiscal 2000, inclusive, to reflect a transfer off-budget of MBTA
operations that began in fiscal 2001 by subtracting the amount of Commonwealth payments to the MBTA in each of those fiscal years.

(3) Estimated fiscal 2002 is based on the General Appropriation Act, as supplemented to date, and certain anticipated expenditures and expenditure
reductions that have not yet been approved by the Legislature. See “2002 FISCAL YEAR.”

(4) The fund balance restatement for fiscal 1997 is the result of a reclassification of the Drug Analysis Fund from non-budgeted fund to budgeted fund.

(5) Net of a projected $664.0 million of dedicated sales tax to be transferred to the MBTA.

(6) Tax revenue for fiscal 2002 is based on a tax revenue estimate of $15.222 billion used in the February 2002 cash flow report. See “2002 FISCAL
YEAR — Cash Flow.” The Secretary of Administration and Finance is currently reviewing the official tax revenue estimate, and is expected to
announce an estimate substantially lower than $15.2 billion in the coming weeks. See “COMMONWEALTH REVENUES — Tax Revenue
Forecasting.”
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Selected Financial Data — GAAP Basis

The following table provides financial results on a GAAP basis for fiscal 1997 through fiscal 2001 for all
budgeted operating funds of the Commonwealth.

Budgeted Operating Funds Operations--GAAP Basis

(in millions)

Fiscal 1997 Fiscal 1998 Fiscal 1999 Fiscal 2000 Fiscal 2001(1)

Beginning fund balances $ 709.2 $ 1,096.3 $ 1,841.4 $ 1,704.9 $ 2,325.1
Revenues and Financing Sources

Taxes 13,020.8 14,021.8 14,308.1 15,681.9 16,099.9
Federal Grants and Reimbursements 3,073.4 3,337.6 3,425.8 3,776.3 4,023.1
Department and Other Revenues 1,346.4 1,404.0 927.4 947.9 1,433.3
Interfund Transfers and Other Sources 1,405.3 1,576.5 1.994.4 5,508.0 1,567.1
Total 18.845.9 20.339.9 20,655.7 25.914.1 23,1234
Expenditures and Financing Uses

Programs and Services 14,581.4 15,477.6 16,471.3 17,912.4 18,459.8
Debt Service 1,275.5 1,213.3 1,173.8 1,913.3 1,407.9
Pensions 413.1 414.3 324.2 398.2 318.3
Interfund Transfers and Other Uses 2.188.8 2.489.6 2.822.9 5,790.0 2.314.9
Total 18.458.8 19,594.8 20,792.2 25.293.9 22.500.9
Excess (deficit) 387.1 745.1 (136.5) 620.2 622.5
Ending fund balances $ 1,096.3 $ 1,841.4 $ 1,704.9 $ 2,325.1 $ 2,947.6

SOURCE: Office of the Comptroller

(1) The report of the auditor on the general purpose financial statements included in the CAFR for the year ended June 30, 2001 disclaimed an
opinion on the University and College Fund Type. See “FINANCIAL RESULTS — Auditor’s Report on Fiscal 2001 CAFR.”

Using a modified accrual basis of accounting, the GAAP financial statements have provided a picture of
the financial condition of the budgeted operating funds that is different from that reported on the statutory basis. See
“Selected Financial Data — Statutory Basis.” As evidenced in the trend line of fund balance (deficit) over time,
however, there is a correlation between the GAAP basis measurement and the statutory basis measurement. While
the difference in fund balance may vary in a given fiscal year, both balances generally trend in the same direction.
For a description of the differences between statutory basis and GAAP basis accounting, see “COMMONWEALTH
BUDGET, FINANCIAL MANAGEMENT AND CONTROLS — Fiscal Control, Accounting and Reporting Practices of the
Comptroller; GAAP Basis of Accounting.”

Stabilization Fund and Disposition of Year-End Surpluses

Prior to the General Appropriation Act for fiscal 2002, State finance law provided for a Stabilization Fund,
a Capital Projects Fund and a Tax Reduction Fund relating to the use of any aggregate fiscal year-end surplus in the
Commonwealth’s three principal budgeted operating funds (the General Fund, the Local Aid Fund and the Highway
Fund). A limitation equal to 0.5% of total tax revenues was imposed on the amount of any such aggregate surplus
which may be carried forward as a beginning balance for the next fiscal year. For any fiscal year for which the
Comptroller determined on or before October 31 of the succeeding fiscal year that there was a negative balance in
the state’s capital projects funds, the Comptroller was authorized to transfer up to 40% of the remaining year-end
surplus to a separate Capital Projects Fund to be used in lieu of bonds to finance capital expenditures. The
remainder of any such aggregate year-end surplus was reserved in the Stabilization Fund, from which funds could
be appropriated (i) to make up any difference between actual state revenues and allowable state revenues in any
fiscal year in which actual revenues fall below the allowable amount, (ii) to replace state and local losses of federal
funds or (iii) for any event, as determined by the Legislature, which threatens the health, safety or welfare of the
people or the fiscal stability of the Commonwealth or any of its political subdivisions. Up to 7.5% of budgeted
revenues and other financial resources pertaining to the budgeted funds, as confirmed by the Comptroller in the
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audited statutory basis financial report for the immediately preceding fiscal year, could be accumulated in the
Stabilization Fund. Amounts in excess of that limit were to be transferred to a Tax Reduction Fund, from which
they are to be applied to the reduction of personal income taxes.

The General Appropriation Act for fiscal 2002 amended the Stabilization Fund language. The 7.5%
limitation on accumulation of budgeted revenues in the fund was raised to 10%. Two additional funds were created,
the One — Time Capital Improvements Fund and the Open Space Acquisition Fund, which will be funded out of the
stabilization calculation. After the .5% of total tax revenues carried forward as a beginning balance for the future
fiscal year, 5% of the remaining consolidated net surplus will fund the One-Time Capital Projects Improvement
Fund. Another 15% of the consolidated net surplus will fund the Open Space Acquisition Fund. Instead of 40% of
the remaining year-end surplus transferring to a separate Capital Projects Fund to be used in lieu of bonds to finance
capital expenditures, 20% will transfer starting in fiscal 2002. Finally, 60% of the consolidated net surplus will be
reserved in the Stabilization Fund. The General Appropriation Act for fiscal 2002 also directed the Comptroller to
transfer $350 million from the Stabilization Fund to the General Fund.

At the end of each of fiscal 1997 and fiscal 1998 the Legislature increased the statutory ceiling on
Stabilization Fund deposits. Prior to fiscal 1997, the statutory ceiling on the Stabilization Fund was 5% of total tax
revenues less the amount of annual debt service costs. For fiscal 1997, the statutory ceiling on the Stabilization
Fund was 5% of budgeted revenues and other financial resources pertaining to the budgeted funds. At the end of
fiscal 1998, a ceiling of up to 7.5% was enacted. The effect of those changes was to increase the ceiling for fiscal
1997 to approximately $908.5 million and for fiscal 1998 to approximately $1.485 billion. By the end of fiscal
2000, the Stabilization Fund had a balance of approximately $1.608 billion, measured against a ceiling of
approximately $1.657 billion. At the end of Fiscal 2001, both the ceiling and the balance in the fund were $1.715
billion. In Fiscal 2002, the balance in the Stabilization Fund is estimated to decline to $1.555 billion, as
Stabilization Fund monies are used for current year spending. See “2002 FISCAL YEAR.”

The following graph sets forth the balance in the Stabilization Fund for fiscal 1990 through fiscal 2001 and
the estimate for fiscal 2002:

Stabilization Fund
(in millions)
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SOURCE: Fiscal 1990-2001, Office of the Comptroller; fiscal 2002, Executive Office for Administration and Finance.

(1) Fiscal 2002 is estimated; subject to change. See “2002 FISCAL YEAR.”
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At the end of the last five fiscal years, the Legislature has mandated extraordinary fund transfers that have
had the effect of using revenues collected in those years that would otherwise have been surplus. Such transfers are
included in the “Budgeted Operating Funds Operations — Statutory Basis” table above under “Interfund Transfers
among Budgeted Funds and Other Sources” and “Interfund Transfers to Non-budgeted Funds and Other Uses.”

Most such transfers have been to the Stabilization Fund or to various capital expenditure funds. Others have been to

program reserves, permanent endowments or the Tax Reduction Fund.

The following table sets forth the amount of such extraordinary transfers by the Legislature since fiscal

Disposition of Year-End Surpluses

1997:

Fiscal 1997
Transfer to Capital Funds $ 319.3
Transfer to Stabilization Fund 2343

Transfer to Tax Reduction Fund -
Transfer to Transitional Escrow Fund -

Other Transfers 128.0
Total 681.6

SOURCE: Executive Office for Administration and Finance and Office of the State Treasurer.

(1)  Of this amount, $422 million was subsequently authorized to be used to pay for fiscal 2002 expenditures and the remaining $157 million

was transferred to the Stabilization Fund.

(in millions)
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Fiscal 1998

$ 300.8
317.4
362.5

1,085.7

Fiscal 1999 Fiscal 2000 Fiscal 2001
$ 6379 $ 710.0 $ 345
165.6 114.9 5.8
- - 259

-- - 579.0(1)
= 10.0 =
$ 803.5 $ 8349 $665.2



2002 FISCAL YEAR
Fiscal 2002 Budget

The General Appropriation Act for fiscal 2002 was enacted on December 1, 2001. On November 20, 2001
the legislative conference committee charged with reconciling the differences between the House and Senate
versions of the fiscal 2002 budget released its report, and both houses of the Legislature enacted the compromise
budget on November 21, 2001. The Governor approved the budget after vetoing approximately $233 million of
appropriations. On December 4, 2001 the Legislature restored approximately $175 million of appropriations.
Taking into account the vetoes and the overrides, the original fiscal 2002 budget provided for total spending of
approximately $22.213 billion.

Following the enactment of the General Appropriation Act, the Acting Governor filed supplemental
appropriations totaling $595 million, of which $189.5 million was passed by the Legislature prior to the end of the
2001 legislative session. The Legislature also passed $95 million of previously filed collective bargaining measures,
bringing total fiscal 2002 supplementary appropriations to $284.5 million.

On September 21, 2001, the Legislature transferred $579 million from revenues credited to the General
Fund in fiscal 2001 into a newly established Transitional Escrow Fund. The fiscal 2002 General Appropriation Act
authorizes the following uses of reserve funds to pay for fiscal 2002 expenditures: $422 million from the
Transitional Escrow Fund, $350 million from the Stabilization Fund, and approximately $34 million from the Tax
Reduction Fund. The fiscal 2002 General Appropriation Act also provides for 50% of tobacco settlement moneys
to be expended in fiscal 2002. The remaining $157 million in the Transitional Escrow Fund was transferred into the
Stabilization Fund by the General Appropriation Act for fiscal 2002.

On February 5, 2002, the Acting Governor took a number of steps to address fiscal 2002 tax revenue
collections that were below projections. The Acting Governor invoked her authority under Massachusetts General
Laws Chapter 29, section 9C, and reduced $132 million of line-item allotments. The Acting Governor filed a bill
that would allow the Governor to reduce pension appropriation allotments under the Massachusetts General Laws
Chapter 29, section 9C authority. The Acting Governor also filed a bill that would reduce the fiscal 2002 pension
liability fund payment by $134 million. On February 7, 2002, the Acting Governor filed legislation to appropriate
$25 million from the Stabilization Fund for additional public safety costs anticipated in response to the threat of
terrorism in fiscal 2002 and fiscal 2003.

Total spending for fiscal 2002 represented by the General Appropriation Act, as supplemented, and other
projected expenditures not yet approved by the Legislature is approximately $22.831 billion. The actions taken by
the Acting Governor on February 5 and February 7, 2002 were intended to bring fiscal 2002 expenditures into
balance with revenues, assuming estimated tax revenues of approximately $15.2 billion. This tax revenue estimate
is consistent with the estimate used in the cash flow projection released on February 25, 2002 and is $200 million
less than the most recent official fiscal 2002 tax estimate announced by the Secretary of Administration and Finance
on January 23, 2002. See “Cash Flow”.

Recent events, including revenue collections in January and February 2002, testimony presented on March
6, 2002 in connection with the development of a consensus tax estimate for fiscal 2003 and federal economic
stimulus legislation enacted on March 9, 2002, indicate that final fiscal 2002 tax revenues may be approximately
$300 to $400 million less than $15.2 billion. See “COMMONWEALTH REVENUES — Tax Revenue Forecasting”. The
Secretary of Administration and Finance is expected to announce a revised fiscal 2002 tax estimate in the next
several days.

Also on February 5, 2002, the Acting Governor filed a bill that would direct the Comptroller to transfer
from the Stabilization Fund to the General Fund the amount necessary to end fiscal 2002 in balance. If an additional
$400 million from the Stabilization Fund is used to balance the fiscal 2002 budget at year-end, approximately $1.15
billion will remain in the Stabilization Fund. In addition, the Commonwealth has approximately $700-800 million
in other reserve funds, most of which are amounts reserved from tobacco litigation settlement payments.

A-24



Cash Flow

On February 25, 2002 the State Treasurer and the Secretary of Administration and Finance released the
most recent cash flow projection for fiscal 2002. The cash flow projection was based on the General Appropriation
Act for fiscal 2002 (including the value of all vetoes and subsequent overrides) and supplemental appropriations
enacted or anticipated. It reflected authorized transfers between budgeted funds and certain reserve funds as
provided for in the General Appropriation Act. The cash flow projection relied on a tax revenue forecast of $15.222
billion, which was based on the official tax revenue estimate most recently announced by the Secretary for
Administration and Finance on January 23, 2002, adjusted for the shortfall in actual January tax revenue collections
compared with the official estimate. The Secretary of Administration and Finance is currently reviewing the official
tax revenue estimate, and is expected to announce an estimate substantially lower than $15.2 billion in the coming
weeks. The cash flow projection did not include any additional reductions that may be required based on changes in
future tax collections or the Acting Governor’s proposal to supplement current year revenues with transfers from the
Stabilization Fund. See “Fiscal 2002 Budget” and “COMMONWEALTH REVENUES — Tax Revenue Forecasting.”

The cash flow projection showed a beginning balance for fiscal 2002 of $3.366 billion and an ending
balance of $1.310 billion. In both cases the balances include amounts available for capital purposes, but exclude
amounts available in the Commonwealth’s Stabilization Fund and certain other reserve funds. Of the $3.365 billion
that was available at the beginning of fiscal 2002, approximately 65% or $2.206 billion represented segregated bond
funds. The fiscal 2002 year-end projection is that roughly $1.134 billion, or 87%, will be segregated and
unavailable for general operating purposes. Thus, after excluding capital balances, the cash flow projects a sharp
decline in the Commonwealth’s cash position, from a beginning balance of $1.159 billion to an ending balance of
$151 million. As noted, these amounts do not include balances available in the Commonwealth’s Stabilization
Fund and certain other reserve funds, which are in excess of $2.1 billion.

The Commonwealth maintains a commercial paper program supported by lines and a letter of credit from
commercial banks. The program allows for the periodic issuance of commercial paper as either bond anticipation
notes or revenue anticipation notes for operating purposes. In December 2001 the overall capacity of the
Commonwealth’s commercial paper program was increased from $600 million to $800 million. In March 2002, the
Commonwealth again increased the commercial paper program by an additional $200 million, bringing the total
program size to $1.0 billion.

In December 2001, the Commonwealth issued $200 million of commercial paper as bond anticipation
notes to fund capital projects and $600 million in commercial paper as revenue anticipation notes to help meet its
$1.05 billion quarterly local aid payment. Prior to December 2001, the Commonwealth had not used short-term
borrowing to finance operating payments since March 1996. The $200 million of commercial paper related to
capital projects was retired from the proceeds of the Commonwealth’s General Obligation Bonds, Consolidated
Loan of 2002, Series A issued in January 2002. Approximately $483 million of commercial paper remains
outstanding, of which approximately $142 million is allocable to capital expenditures subsequent to the January
2002 bond issue, and $341 million of which is allocable to operating purposes. The Commonwealth intends to
retire the capital related portion of the outstanding commercial paper balance from a portion of the proceeds of its
proposed General Obligation Bonds, Consolidated Loan of 2002, Series B in March 2002. The Commonwealth
increased its commercial paper borrowing availability for operating purposes up to a total of $1.0 billion in March
2002, which may be needed in order to meet its local aid payment at the end of March 2002. All of the commercial
paper issued for operating purposes is projected to be paid down from operating revenues prior to June 30, 2002, as
required by law.

Net proceeds of long-term debt issuance during fiscal 2002 are projected to total $1.556 billion, of which
$856 million was issued through and including January 2002. The Commonwealth is preparing a bond sale of $500
million in March 2002 and anticipates an additional bond sale of $200 million in June 2002.

Of the $500 million to be borrowed in March 2002, $200 million represents regular capital expenditures
and $300 million relates to the forward funding of the MBTA. On July 1, 2000, the Commonwealth began a new
system for funding the MBTA whereby the state dedicates the revenues from one cent of its five-cent sales tax to
the Authority. The old system of funding the MBTA required the Treasurer to make cash advances to the Authority
to meet its operating needs, which the Legislature then budgeted for some 18 months in arrears. In the transition
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from the old system to the new system, more than $600 million in cash advances went out from the Commonwealth
to the MBTA that were not budgeted for and expensed in the Commonwealth’s operating budget. Instead, the
Legislature developed a plan to recognize the expenditures on the Commonwealth’s books over a 20-year period in
equal installments. See “FINANCIAL RESULTS — Massachusetts Bay Transportation Authority — Financial
Restructuring.” The net effect of these changes has been to create a gap of $585 million between the
Commonwealth’s reported budget position and its actual cash balance. However, the Legislature also provided
borrowing authority to fund most of the outstanding cash shortfall if it became necessary. The Commonwealth
intends to fund some $300 million of the shortfall from the proceeds of its March 2002 bond sale.

Net proceeds from bond anticipation notes during fiscal 2002 (in addition to those under the commercial
paper program) are projected to total $528 million, of which $358 million (related to the Boston Convention and
Exhibition Center) was raised in September 2001. An additional $170 million of bond anticipation notes, related to
certain Central Artery/Ted Williams Tunnel Project expenditures, are expected to be issued in March or April 2002.
As part of the earlier Central Artery/Ted Williams Tunnel Project finance plan, the Massachusetts Port Authority
agreed to pay $365 million for roadway assets included in the Central Artery/Ted Williams Tunnel Project, which
will be transferred to the Massachusetts Port Authority. The remaining payments from the Massachusetts Port
Authority are currently scheduled to be made over a number of years, including approximately $105 million in
fiscal 2003 and $50 million each in fiscal 2004 and fiscal 2005. However, the project was given special authority to
expend these amounts prior to their receipt. To date, approximately $170 million of these funds have been spent
and have been funded from the Commonwealth’s available funding. The Commonwealth intends to issue bond
anticipation notes in March 2002 to reimburse itself for this expenditure. However, the borrowing is contingent
upon legislative approval of the terms of the borrowing, which is currently pending in the State Senate. See
“COMMONWEALTH CAPITAL SPENDING AND LONG-TERM LIABILITIES — Central Artery/Ted Williams Tunnel
Project.”

The Commonwealth’s next cash flow projection is due May 25, 2002.

2003 FISCAL YEAR

On January 23, 2002, Acting Governor Swift filed her fiscal 2003 budget recommendation. The Acting
Governor’s budget recommendation called for budgeted expenditures of approximately $23.548 billion. The Acting
Governor’s budget recommendation represents a $717 million, or 3.1%, increase over the current fiscal 2002
spending projection of $22.831 billion. Total budgeted revenues for fiscal 2003 are estimated to be $22.6 billion.
The Acting Governor’s proposal projected a fiscal 2003 ending balance in the budgeted funds of $843.6 million,
including a Stabilization Fund balance of $838.4 million. Fiscal 2003 ending balances will change depending on
how fiscal 2002 ending balances finish.

The Acting Governor’s January 23, 2002 budget recommendation was based on a tax revenue estimate of
$15.615 billion, inclusive of $686.9 million of sales tax receipts dedicated to the MBTA. This amount represented a
5.1% baseline increase from fiscal 2002 tax revenues, estimated at the time to be $15.405 billion. Fiscal 2002 and
fiscal 2003 tax revenues are now anticipated to be considerably lower than the estimates available at the time of the
fiscal 2003 budget recommendation, although official estimates have not yet been revised. See “COMMONWEALTH
REVENUES — Tax Revenue Forecasting.”

The Acting Governor’s January 23, 2002 budget recommendation assumed non-tax revenues of $7.634
billion, which represented an increase of approximately $580 million over the current fiscal 2002 estimate. Of the
three classes of non-tax revenue, federal reimbursements, including those for Medicaid, and block grants for
Temporary Assistance to Needy Families and Child Care programs are the largest components of the
Commonwealth’s budget. These payments were estimated to total $4.653 billion in fiscal 2003. This level of federal
payments represented an increase of $288 million, or 6.6%, over fiscal 2002, the result primarily of increased
Medicaid spending, which is eligible for federal reimbursement. Fiscal 2003 departmental revenues were estimated
at $1.417 billion, representing an increase of approximately $26 million from then-current fiscal 2002 estimates.
Consolidated transfers, the third category of non-tax revenue, consisted primarily of state lottery proceeds which are
distributed to cities and towns. Consolidated transfers were estimated to increase by $265 million over fiscal 2002
levels. The primary reason for the increase in consolidated transfers is the additional revenue that the lottery is
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expected to generate from reducing prize payouts from 71% to 63%. Lottery aid to cities and towns was estimated
to be $778 million in fiscal 2003.

The Acting Governor’s January 23, 2002 budget proposal recommended increased spending for certain
priority areas, including a $600 million increase over the current projection for fiscal 2002 spending for Medicaid, a
$148 million increase for the Department of Education, an $81 million increase for debt service and a $40 million
increase for the Department of Mental Retardation. All other agencies were maintained at a current level of service
or reduced, for a net decrease of $152 million in spending compared with the current fiscal 2002 projection. The
Acting Governor’s budget recommendation reflected efforts to reduce spending by implementing a hiring freeze for
state agencies through fiscal 2003, reducing the state workforce as workers take advantage of the Early Retirement
Incentive Program enacted in December 2001, maintaining a moratorium on management pay increases, out of state
travel by state employees and paid interns, and imposing other reductions in subscriptions, office supplies,
equipment, contractors, consultants and temporary staff.

The Acting Governor’s January 23, 2002 budget proposal recommended using $800 million in reserve
funds. It also recommended using $274 million in additional lottery revenue for local aid programs that were
projected to be made available by lowering the prize ratio from 71% to 63%.

The Acting Governor’s January 23, 2002 budget recommendation included approximately $816 million for
the state’s pension funding schedule (of which $797 million was for pension funding, and the remaining $19 million
was for payments to current retirees employed prior to the establishment of current plans and non-contributory
plans). It also included $386 million for school building assistance, an increase of $13 million from fiscal 2002.

On March 14, 2002, in response to continuing revenue declines, the Acting Governor proposed $700
million in spending reductions from her fiscal 2003 budget recommendation. See “COMMONWEALTH REVENUES —
Tax Revenue Forecasting.” The proposal included $200 million in spending reductions for Local Aid, and $500
million in spending reductions in other programs, which amounted to decreases of generally 3-5% across all
discretionary programs. The proposal also recommended spending 100% of the 2003 annual tobacco settlement
payment in fiscal 2003. See “COMMONWEALTH REVENUES — Tobacco Settlement.”

The submission of the Acting Governor’s budget proposal on January 23, 2002 marked the commencement
of the budgetary process for fiscal 2003. See “COMMONWEALTH BUDGET, FINANCIAL MANAGEMENT AND
CONTROLS — Overview of Budgetary Process.” The Legislature typically passes a budget that is materially different
from that proposed by the executive, and for fiscal 2003 the differences are likely to be magnified by changes in tax
revenue expectations for fiscal 2002 and fiscal 2003 and other factors.

On March 19, 2002 the Acting Governor announced her intention not to seek re-election. Her term will
expire in January 2003.
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COMMONWEALTH REVENUES

In order to fund its programs and services, the Commonwealth collects a variety of taxes and receives
revenues from other non-tax sources, including the federal government and various fees, fines, court revenues,
assessments, reimbursements, interest earnings and transfers from its non-budgeted funds. In fiscal 2001 on a
GAAP basis, approximately 68.0% of the Commonwealth’s annual budgeted revenues were derived from state
taxes. In addition, the federal government provided approximately 21.9% of such revenues, with the remaining
10.1% provided from departmental revenues and transfers from non-budgeted funds.

Distribution of Revenues

The following table sets forth the Commonwealth’s actual revenues in its budgeted operating funds for
fiscal 1997 through 2001 and estimated revenues for fiscal 2002.
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(in millions)(1)
Estimated
Fiscal 1997 Fiscal 1998 Fiscal 1999 Fiscal 2000 Fiscal 2001 Fiscal 2002
Tax Revenues:
Alcoholic Beverages $ 603 $ 602 $ 61.0 $ 63.1 $ 642 $62.3
Banks 140.3 156.0 108.5 92.9 179.6 154.7
Cigarettes 281.7 300.8 284.4 279.9 270.5 280.4
Corporations 963.9 1,066.9 1,008.9 1,130.5 945.3 708.8
Deeds 51.6 79.7 98.0 116.0 129.6 125.0
Income 7,181.8 8,031.9 8,036.6 9,041.9 9,902.7 8,619.7
Inheritance and Estate 202.7 191.3 173.9 166.5 203.4 175.1
Insurance 297.8 310.8 336.3 334.6 3329 3359
Motor Fuel 602.8 621.3 636.5 652.6 659.9 673.8
Public Utilities 109.2 131.9 132.5 83.0 86.7 89.0
Racing 10.2 9.2 8.3 7.8 7.5 5.5
Room Occupancy 80.5 96.2 119.4 137.0 149.6 134.7
Sales - Regular 2,087.7 2,122.0 2,351.2 2,552.1 2,705.8(4) 2,721.1
Sales - Meals 381.4 392.5 436.2 456.8 482.0 512.4
Sales - Motor Vehicles 407.0 448.0 482.4 556.4 568.0(4) 579.0
Transfer to MBTA -- -- -- -- (654.6) (664.0)
Sub-Total-Sales 2,876.1 2,962.5 3,269.8 3,565.3 3,101.2 3,148.5
Miscellaneous 5.6 7.6 17.4 17.5 17.9 42.6
Total 12.864.5 14,026.3 14,291.5 15.688.6 16,074.6 14,556.0
Non-Tax Revenues:
Federal Reimbursements (2) 3,019.6 3,361.2 3,442.9 3,645.6 3,974.2 4,364.1
Departmental and Other Revenues 1,267.9 1,286.4 1,297.8 1,359.9 1,431.8 1,390.3
Interfund Transfers from Non -
Budgeted Funds and Other Sources (3) 1,018.0 1,125.9 1,132.8 1,893.0 1,385.9 1,299.9
Budgeted Non-Tax Revenues
and Other Sources 5,305.5 5.773.6 5,873.5 6,898.5 6,791.9 7,054.3
Budgeted Revenues and
Other Sources 18.170.0 19.799.8 20,165.0 22.587.0 22.866.6 21,610.3
MBTA Adjustment (4) (483.1) (491.1) (499.1) (561.9) NA NA
Adjusted Revenues and
Other Sources $17,686.9 $19,308.7 $19,665.9 $22,035.7 $22,866.6 $21,610.3

Commonwealth Revenues - Budgeted Operating Funds
Adjusted for MBTA Operations

SOURCE: Executive Office for Administration and Finance and Office of the State Treasurer.

M

()]

3)

“4)

Totals may not add due to rounding. The table does not reflect interfund transfers among budgeted funds and other sources that have no
effect on ending balances. The amounts of the transfers in fiscal 1997-2001 were $901.8 million, $1,449.2 million, $1,242.0 million,
$3,618.2 million and $241.0 million, respectively. In addition, the table does not reflect the receipt and payment of certain municipal mass
transit assessments totaling $151.5 million, $155.6 million, $159.9 million and $15.8 million in fiscal 1997 through 2001, respectively.
Includes $221.0 million in fiscal 1997, $265.5 million in fiscal 1998, $184.7 million in fiscal 1999, $179.0 million in fiscal 2000, $187.4
million in fiscal 2001 and an estimated $199 million in fiscal 2002 resulting from claims for federal reimbursement of certain
uncompensated care for Massachusetts hospitals.

Interfund transfers represent accounting transfers that reallocate resources among funds. See “Federal and Other Non-Tax Revenues”
below. Includes transfers between the Stabilization Fund and budgeted operating funds. Transfers to the Stabilization Fund were $234.3
million, $317.4 million, $165.6, $114.9 million and $51.7 million in fiscal 1997, 1998, 1999, 2000 and 2001 respectively. On August 10,
1998, Acting Governor Cellucci approved legislation providing for the transfer of $200 million to the Tax Reduction Fund as of June 30,
1998. Additional transfers in 2000 included transfer of $500 million to Debt Defeasance Fund and transfer of $3.0 billion to eliminate fund
deficits in the Highway and Local Aid Funds. Additional transfers in 2001 included $579.2 million to the Transitional Escrow Fund, $624.2
million for debt defeasance, $25.9 million to the Tax Reduction Fund, $53.9 million to the Sewer Rate Relief Fund and $34.4 million for
Capital Projects.

To facilitate comparison, the revenues have been reduced to reflect the transfer off-budget of MBTA operations in fiscal 2001 by
subtracting the actual amount of Commonwealth payments to the MBTA in fiscal 1996 to fiscal 2000, inclusive. For fiscal 2001, the
Executive Office for Administration and Finance projects transferring $664 million of dedicated sales tax to the MBTA. The amount of
sales tax receipts to be transferred to the MBTA could be greater based on higher overall sales tax receipts. See “FINANCIAL RESULTS -
Massachusetts Bay Transportation Authority - Financial Restructuring.”
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State Taxes

The major components of state taxes are the income tax, which is projected to account for approximately
56% of total tax revenues in fiscal 2002, the sales and use tax, which is projected to account for approximately 25%,
and the corporations and other business and excise taxes (including taxes on insurance, financial institution and
public utility corporations), which are projected to account for approximately 8%. Other tax and excise sources are
projected to account for the remaining 11% of total fiscal 2002 tax revenues.

Income Tax. The Commonwealth assesses personal income taxes at flat rates, according to classes of
income, after specified deductions and exemptions. A rate of 5.3% is applied to most types of income, effective on
January 1, 2002, and is scheduled to be reduced to 5% on January 1, 2003 and thereafter. The tax rate on gains from
the sale of capital assets held for one year or less and from the sale of collectibles is 12%, and the tax rates on gains
from the sale of capital assets owned more than one year range from 5% to 1%. Beginning in tax year 2001, gains
from capital assets held for more than six years are not subject to tax. Interest on obligations of the United States
and of the Commonwealth and its political subdivisions is exempt from taxation.

Prior to January 1, 1999, a different rate was applied to “Part A” income (generally, interest and dividends)
and “Part B” income (generally, “earned” income from employment, professions, trades, businesses, rents and
royalties). The rate on Part A income was 12% prior to January 1, 1999; it was reduced to 5.95% as of January 1,
1999 and as of January 1, 2000 is the same as the rate on Part B income. The rate on Part B income was 5.95% prior
to January 1, 2000, when it was reduced to 5.85%. The rate on Part B income was reduced to 5.6% on January 1,
2001 by virtue of the approval of an initiative petition by Massachusetts voters on November 7, 2000, which also
provided for the further reductions described above in 2002 and 2003. The Department of Revenue estimates that
the rate changes contained in the initiative petition reduced fiscal 2001 revenues by approximately $145 million,
and estimates that it will reduce fiscal 2002 revenues by $470 million and fiscal 2003 revenues by $925 million.
The annualized value of the reduction, once fully effective in fiscal 2004, is estimated to be approximately $1.220
billion.

In each of the last several fiscal years, legislation has been approved that had the net effect of reducing
revenues by decreasing rates or increasing or establishing various deductions and credits. In addition, several
administrative changes were implemented that reduced revenues. The incremental net effect of these tax law and
administrative changes (relative to the immediately preceding fiscal year) is estimated by the Department of
Revenue to have been a reduction of approximately $260 million in fiscal 1997 revenues, $430 million in fiscal
1998 revenues, $1 billion in fiscal 1999 revenues, $185 million in fiscal 2000 revenues and $790 million in fiscal
2001 revenues. The incremental net effect of such changes, including the November 2000 initiative petition
described above (also relative to the immediately preceding fiscal year), is estimated to be a reduction of
approximately $730 million in fiscal 2002 revenues and $580 million in fiscal 2003 revenues. These estimates of
incremental reductions are subject to change as information is updated from prior years’ tax returns and as revenue
forecasts for the current and future fiscal years are revised.

In November 1999 legislation was approved allowing taxpayers, retroactively to 1996, to use capital losses
more comprehensively to offset capital gains and interest and dividend income. In the absence of sufficient data to
estimate precisely the potential retroactive cost of these provisions, the Department of Revenue has indicated that
they could result in total reduced tax liabilities in a range of $73 million to $103 million for tax years 1996, 1997
and 1998. The timing of taxpayers’ refund and abatement claims for previously filed tax returns is uncertain,
however.

Sales and Use Tax. The Commonwealth imposes a 5% sales tax on retail sales of certain tangible
properties (including retail sales of meals) transacted in the Commonwealth and a corresponding 5% use tax on the
storage, use or other consumption of like tangible properties brought into the Commonwealth. However, food,
clothing, prescribed medicine, materials and produce used in food production, machinery, materials, tools and fuel
used in certain industries, and property subject to other excises (except for cigarettes) are exempt from sales
taxation. The sales and use tax is also applied to sales of electricity, gas and steam for certain nonresidential use and
to nonresidential and most residential use of telecommunications services.



On October 20, 1997, Acting Governor Cellucci announced that the Department of Revenue would issue
regulations changing the payment schedules for approximately 15,000 sales, meals and room occupancy taxpayers
that pay over $25,000 in tax per year. Under the new simplified rules, beginning January 1, 1998, these taxpayers
are required to file a tax return and make a tax payment on the 20™ of each month for taxable sales made during the
preceding month. Under the old rules, affected taxpayers were required to forward tax payments on the 27" of each
month for taxable sales made from the 23™ of the preceding month to the 22™ of the current month, as well as file a
quarterly tax return. While these new regulations do not affect the amount of tax owed, the Department of Revenue
estimates that the Commonwealth realized a reduction in fiscal 1998 revenues of approximately $105 million. This
reduction was a one-time event.

Beginning January 1, 1998, sales tax receipts from establishments near the site of the proposed new Boston
convention center that first opened on or after July 1, 1997 and sales tax receipts from new hotels in Boston and
Cambridge that first opened on or after July 1, 1997 are required to be credited to the Boston Convention and
Exhibition Center Fund. See “COMMONWEALTH CAPITAL SPENDING AND LONG-TERM LIABILITIES — Special
Obligation Debt; Boston Convention and Exhibition Center Fund.” In fiscal 2002, the amount of such sales tax
receipts is estimated to be $1.2 million.

Beginning July 1, 2000, pursuant to “forward funding” legislation contained in the fiscal 2000 budget, a
portion of the Commonwealth’s receipts from the sales tax, generally the amount raised by a 1% sales tax with an
inflation-adjusted floor, is dedicated to the Massachusetts Bay Transportation Authority under a trust fund
mechanism that does not permit future Legislatures to divert the funds. See “FINANCIAL RESULTS - Massachusetts
Bay Transportation Authority - Financial Restructuring.” In fiscal 2002, the amount of such sales tax receipts is
estimated to be $664 million.

Business Corporations Tax. Business corporations doing business in the Commonwealth, other than banks,
trust companies, insurance companies, railroads, public utilities and safe deposit companies, are subject to an excise
that has a property measure and an income measure. The value of Massachusetts tangible property (not taxed
locally) or net worth allocated to the Commonwealth is taxed at $2.60 per $1,000 of value. The net income allocated
to Massachusetts, which is based on net income for federal taxes, is taxed at 9.5%. The minimum tax is $456. Both
rates and the minimum tax include a 14% surtax. The fiscal 1997 tax revenue collections reflected a $44 million
reduction for the first full-year impact of the “single sales” apportionment formula described below and a
$10 million reduction due to the impact of legislation enacted in August 1996, which, effective January 1, 1997,
changed the computation of the sales factor for certain mutual fund companies, as described below.

On November 28, 1995, Governor Weld approved legislation establishing a “single sales factor”
apportionment formula for the business corporations tax. The formula calculates a firm’s taxable income as its net
income times the percentage of its total sales that are in Massachusetts, as opposed to the prior formula that took
other factors, such as payroll and property into account. The formula was made effective as of January 1, 1996 to
certain federal defense contractors and phased in over five years for manufacturing firms generally. The Department
of Revenue has estimated that the revision reduced revenues by $28 million in fiscal 1996, by $34 million in fiscal
1997, by $63 million in fiscal 1998, by $85 million in fiscal 1999, by $90 million in fiscal 2000, and by $95 million
in fiscal 2001. Now that the formula has become fully effective for all covered businesses, the Department estimates
that the annual revenue reduction in fiscal 2002 and annually thereafter will be approximately $101 million, plus
any growth in the tax base.

On August 8, 1996, Governor Weld approved legislation making two changes in the apportionment
formula for the business corporations tax payable by certain mutual fund service corporations. Effective January 1,
1997, the legislation changed the computation of the sales factor; instead of sourcing sales from the state where the
seller bears the cost of performing the services relating to the sale, the corporations will source sales to the state of
domicile of the ultimate consumer of the service. Effective July 1, 1997, the legislation changed the prior three-
factor formula to a single sales factor formula, just as the November 1995 legislation had done for certain federal
defense contractors and, over time, for manufacturing firms. Under the 1996 law, affected corporations are required
to increase their numbers of employees by 5% per year for five years, subject to exceptions for adverse economic
conditions affecting the stock market or the amount of assets under their management. The Department of Revenue
has estimated that the changes resulted in a revenue reduction of approximately $28 million in fiscal 1997, $99
million in fiscal 1998, $126 million in fiscal 1999, $139 million in fiscal 2000, and $118 million in fiscal 2001. The

A-31



changes are forecast to reduce revenues by approximately $120 million in fiscal 2002. These estimates do not take
into account additional tax revenue generated by increased economic activity that may have been stimulated by the
tax cuts.

Bank Tax. Commercial and savings banks are subject to an excise tax of 12.54%. On July 27, 1995,
Governor Weld approved legislation reducing the rate over several years to 10.5%. The Department of Revenue has
estimated that the tax cut, which was fully implemented in fiscal 2000, has an annualized value of approximately
$30 million, taking into account an $18 million annualized gain resulting from the effect of provisions in the 1995
legislation that applied the tax to out-of-state banks and other financial institutions not previously taxed.

Insurance Taxes. Life insurance companies are subject to a 2% tax on gross premiums; domestic
companies also pay a 14% tax on net investment income. Property and casualty insurance companies are subject to
a 2% tax on gross premiums, plus a 14% surcharge for an effective tax rate of 2.28%; domestic companies also pay
a 1% tax on gross investment income. On April 30, 1998, the House of Representatives approved legislation that
would over five years eliminate the 14% surcharge for property and casualty insurers and the tax on investment
income for both types of domestic insurers. On August 10, 1998, Acting Governor Cellucci approved legislation
that will reduce insurance company taxes over five years in essentially the manner provided in the legislation
approved by the House of Representatives on April 30, 1998, though the enacted legislation, unlike the House bill,
does not eliminate the 14% surcharge on the gross premium income of property and casualty insurers. The estimated
fiscal 1999 cost of these changes is $5 million, and the estimated fully phased-in aggregate annual value of these tax
reductions is $39 million.

Other Taxes. Other tax revenues are derived by the Commonwealth from motor fuels excise taxes,
cigarette and alcoholic beverage excise taxes, estate and deed excises and other tax sources.

On July 24, 1996, the Legislature overrode Governor Weld’s veto of legislation imposing a 25¢-per-pack
tax increase on cigarettes, as well as a 25% increase in the tax on smokeless tobacco and a 15% tax on cigars and
smoking tobacco, all effective October 1, 1996. The Department of Revenue estimates that these changes resulted in
approximately $74 million in additional tax revenue for fiscal 1997 and approximately $80 million annually
thereafter.

A portion of the Commonwealth’s motor fuels excise tax receipts, estimated to be approximately
$190.6 million in fiscal 2002, is pledged to pay the debt service on certain special obligation bonds of the
Commonwealth. See “COMMONWEALTH CAPITAL SPENDING AND LONG-TERM LIABILITIES — Special Obligation
Debt; Highway Fund.”

Certain taxes related to tourism and conventions, including a 2.75% convention center financing fee
imposed on hotel room occupancy in four Massachusetts cities, are pledged to support special obligation bonds to
be issued to finance certain convention centers. See “COMMONWEALTH CAPITAL SPENDING AND LONG-TERM
LIABILITIES — Special Obligation Debt; Boston Convention and Exhibition Center Fund.”

Tax Revenue Forecasting

Under state law, on or before October 15 and March 15 of each year, the Secretary of Administration and
Finance is required to submit to the Governor and to the House and Senate Committees on Ways and Means
estimates of revenues available to meet appropriations and other needs in the current and following fiscal year. On
or before October 15, January 15 and April 15, the Secretary is required to submit revised estimates for the current
fiscal year unless, in his opinion, no significant changes have occurred since the last estimate of total available
revenues. On or before May 15 of each year, the Secretary is required to develop jointly with the House and Senate
Committees on Ways and Means a consensus tax revenue forecast for the following fiscal year.

Pre-2002 Experience. The fiscal 1997 budget as enacted was based on a joint tax revenue estimate of
$12.177 billion. In October 1996, the Secretary of Administration and Finance released a fiscal 1997 tax revenue
estimate of approximately $12.123 billion, which reflected various tax law changes enacted after the date of the
joint estimate. On January 22, 1997, the Secretary of Administration and Finance released a revised fiscal 1997 tax
revenue estimate of approximately $12.307 billion, based on stronger than anticipated collections through
December 1996 and the assumption that $84 million in tax cuts initially proposed by Governor Weld for fiscal 1997



would occur in fiscal 1998. On May 20, 1997, the Secretary of Administration and Finance revised the fiscal 1997
tax revenue estimate to $12.507 billion. Actual tax revenues for fiscal 1997 totaled approximately $12.865 billion,
a 6.8% increase over fiscal 1996. The Executive Office for Administration and Finance believes that much of the
unanticipated growth in revenues was caused by stronger than expected economic growth and the increase in capital
gains resulting from the strong stock market in calendar year 1996.

The fiscal 1998 budget as enacted was based on a joint tax revenue estimate of $12.85 billion. The
Secretary of Administration and Finance revised the fiscal 1998 tax revenue forecast to $13.06 billion on July 30,
1997, to $13.2 billion on October 15, 1997, to $13.154 billion on January 16, 1998 and to $13.3 billion on May 5,
1998. The January 16, 1998 estimate included an aggregate $6 million downward adjustment reflecting tax law
changes enacted after October 15, 1997 and a $140 million downward adjustment reflecting a one-time change in
the sales tax payment schedule. Final fiscal 1998 revenues totaled $14.025 billion.

The fiscal 1999 budget was enacted on the basis of a consensus tax revenue forecast of $14.4 billion, as
agreed by both houses of the Legislature and the Secretary of Administration and Finance in May 1998. The tax cuts
incorporated into the budget, at the time valued by the Department of Revenue at $990 million in fiscal 1999, had
the effect of reducing the consensus forecast to $13.41 billion. On August 19, 1998, the Executive Office for
Administration and Finance raised the fiscal 1999 tax estimate by $200 million to approximately $13.61 billion. The
fiscal 1999 tax estimate was raised again in the Governor’s budget submission, filed on January 27, 1999, to
$14.0 billion. On May 7, 1999, the Executive Office for Administration and Finance increased its fiscal 1999 tax
estimate to $14.160 billion, an increase of $160 million from its $14 billion January 1999 estimate. Fiscal 1999 tax
collections totaled approximately $14.291 billion.

The fiscal 2000 budget was enacted in November 1999 on the basis of a consensus tax revenue forecast of
$14.850 billion, as agreed by both houses of the Legislature and the Secretary of Administration and Finance in late
April 1999. The tax cuts incorporated into the budget, valued by the Department of Revenue at $145 million in fiscal
2000, had the effect of reducing the consensus forecast to $14.705 billion. The fiscal 2000 tax estimate was raised to
$15.288 billion in the Governor’s fiscal 2001 budget submission, filed on January 26, 2000. On April 18, 2000 the
Executive Office for Administration and Finance revised the fiscal 2000 revenue estimates upward by $170 million
to $15.458 billion. Fiscal 2000 tax collections totaled approximately $15.702 billion.

The fiscal 2001 budget was enacted in July 2000 on the basis of a consensus tax revenue forecast of
$15.928 billion. The inclusion of a charitable tax deduction in the fiscal 2001 budget had the effect of reducing the
consensus forecast to $15.849 billion, including $645 million of sales tax receipts dedicated to the MBTA. On
October 11, 2000, the Executive Office for Administration and Finance increased its fiscal 2001 estimate to
$16.209 billion; taking into account the reduction in personal income tax rates approved by the voters on
November 7, 2000 (see “State Taxes; Income Taxes™), the revised estimate was $16.074 billion. On January 24,
2001, in conjunction with the filing of the Governor’s fiscal 2002 budget recommendations, the fiscal 2001 estimate
was raised to $16.234 billion. Fiscal 2001 tax collections totaled approximately $16.729 billion.

Fiscal 2002. No consensus tax revenue forecast for fiscal 2002 was agreed to by the Legislature and the
Secretary of Administration and Finance by May 15, 2001, as required by state finance law. At that time the
legislative consensus tax revenue estimate for fiscal 2002 was $16.578 billion (inclusive of sales tax revenues
dedicated to the MBTA), while the estimate of the Secretary of Administration and Finance was $16.343 billion.
Due to deterioration in tax collections and the weakening economy in the Commonwealth, on October 25, 2001, the
Secretary of Administration and Finance announced a revised fiscal 2002 revenue estimate of $15.594 billion, a
decrease of $750 million. (Approximately $7 million of the $750 million in revenue reduction is accounted for by a
decline in sales tax receipts pledged to the MBTA, and therefore is not reflected in the $15.594 billion estimate.)
The fiscal 2002 budget was enacted in December 2001 on the basis of a $15.600 billion tax revenue estimate made
by the Legislature.

The following table shows the tax collections for each month of fiscal 2002 through February 2002 and the
decrease from tax collections in the same month in the prior year, both in dollars and as a percentage. The table also
notes the amount of tax collections in each month which are dedicated to the MBTA.



Fiscal 2002 Tax Collections
(in millions)

Tax Decrease from Percentage MBTA
Month Collections Year Prior Decrease Portion(1)
July $1,026 $38.0 3.6% $56.7
August 1,113 31.7 2.8 56.8
September 1,524 221.9 12.7 459
October 969 1159 10.7 60.1
November 1,043 433 4.0 51.7
December 1,328 95.9 6.7 46.4
January 1,580 356.0 18.4 68.9
February 801 112.0 123 405
Total $9.385 $1,012 9.7% $426.9

SOURCE: Executive Office for Administration and Finance.

(1) Pursuant to MBTA forward funding legislation implemented in fiscal 2001, the Commonwealth is obligated to provide the MBTA with
proceeds from a 1% sales tax subject to an inflation-adjusted floor. The floor was $645 million in fiscal 2001 and $664 million in fiscal
2002. In December 2001, the Commonwealth transferred $14 million from the General Fund to the MBTA to meet the minimum
contribution for fiscal 2001. See “FINANCIAL RESULTS — Massachusetts Bay Transportation Authority — Financial Restructuring.”

The reductions in tax collections are attributable to a combination of economic conditions and reductions
in tax rates effected by an initiative petition offered in November 2000 and other tax law changes. On the basis of
such changes alone, tax collections would have been expected to decline by approximately $340 million between
the first eight months of fiscal 2001 and the same period in fiscal 2002. See “COMMONWEALTH REVENUES — State
Taxes”.

Based on the revised fiscal 2002 tax revenue estimate announced on October 25, 2001 by the Secretary of
Administration and Finance, the December year-to-date tax collection benchmark range is approximately $7.075
billion to $7.311 billion (including revenues dedicated to the MBTA).

Accordingly, for the first half of fiscal 2002, actual tax collections were approximately $189 million less
than the midpoint of the year-to-date estimated tax collection benchmark range and approximately $71 million less
than the lower end of such range. Based on revenue collections through December, on January 23, 2002 the
Secretary of Administration and Finance revised his fiscal 2002 tax revenue estimate downward by $189 million, to
$15.405 billion, including $664 million in revenues dedicated to the MBTA.

January revenue collections totaled $1.58 billion, down $356 million or 18.4% from January 2001, $185
million below the midpoint of benchmark estimate corresponding to the fiscal 2002 tax revenue estimate of $15.405
billion. Year-to-date revenue collections were $8.585 billion, a decrease of $899 million, or 9.5%, compared with
collections for the same period in fiscal 2001.

Preliminary February 2002 tax revenue collections totaled approximately $801 million, which represented
a decrease of $112 million, or 12.3% from collections in February 2001. February tax collections were
approximately $81 million below the midpoint of the February benchmark estimate corresponding to the current
fiscal 2002 tax revenue estimate of $15.405 billion.

Fiscal 2003. On March 6, 2002, a hearing was held in order to assist the Legislature and Administration in
developing a consensus revenue estimate for fiscal 2003, as required by state law. The hearing, conducted by the
House and Senate Committees on Ways and Means and the Secretary of Administration and Finance, heard
testimony from the Department of Revenue, the Massachusetts Taxpayers Foundation, and several Massachusetts-
based economists. At that hearing the Department of Revenue presented updated tax revenue forecasts for fiscal
2002 and fiscal 2003, based on tax revenue collections through February 2002 and the most recent national and state
economic forecasts the Department purchases from two private economic forecasting companies, DRI/WEFA and
Economy.com. The Department estimated that fiscal 2002 tax revenues would total $14.861 to $14.900 billion,



including revenues dedicated to the MBTA, and that fiscal 2003 tax revenues would total $14.958 billion to $15.246
billion, including revenues dedicated to the MBTA. These tax revenue estimates are preliminary, since recently
released national and Massachusetts state employment data have not yet been incorporated into the economic
forecasts. The Department expects that DRI/WEFA and Economy.com will update their economic forecasts within
the next several weeks to incorporate this new information, at which time it will update its own tax revenue
forecasts for fiscal 2002 and 2003.

At the same consensus revenue estimate hearing on March 6, 2002, the Massachusetts Taxpayers
Foundation presented its current tax revenue forecasts for fiscal 2002 and fiscal 2003, estimating that fiscal 2002 tax
revenues would total $14.921 billion and fiscal 2003 tax revenues would total $14.938 billion, including revenues
dedicated to the MBTA.

On March 9, 2002 the President of the United States signed into law the “Job Creation and Worker
Assistance Act of 2002.” Among other provisions, the Act allows an additional first-year depreciation deduction for
corporations equal to 30 percent of the cost of certain types of property purchased on or after September 11, 2001
and before September 11, 2004. Under Massachusetts law, corporations (including insurance, public utilities, and
financial institutions organized as corporations) are taxed on the basis of their net income as calculated for federal
taxation purposes, after depreciation allowances are deducted. Therefore, the taxable income of corporations
subject to the Massachusetts corporate excise tax will be reduced in tax years 2001 through 2004 by the 30% federal
depreciation deduction. However, as the total amount of allowable depreciation deductions will not change under
the federal legislation, in tax years subsequent to 2004 corporate depreciation deductions will be smaller, and
taxable income higher, than they would have been prior to change. The Department of Revenue is currently
analyzing the revenue impact of the federal legislation, but expects that it will result in material reductions in
corporate, insurance, public utility, and financial institution tax revenue collections in fiscal 2002 through fiscal
2005, and higher tax revenue collections for several years thereafter.

In the event that revenue and other authorized funds should prove insufficient to pay required expenditures,
a variety of actions may be taken under the state budgetary process to address the shortfall, some of which would
not require legislative authorization. See “COMMONWEALTH BUDGET, FINANCIAL MANAGEMENT AND CONTROLS —
Overview of Budgetary Process.”

Federal and Other Non-Tax Revenues

Federal revenue is collected through reimbursements for the federal share of entitlement programs such as
Medicaid and, beginning in federal fiscal 1997, through block grants for programs such as Transitional Assistance
to Needy Families (TANF), formerly Aid to Families with Dependent Children (AFDC). The amount of federal
revenue to be received is determined by state expenditures for these programs. The Commonwealth receives
reimbursement for approximately 50% of its spending for Medicaid programs. Block grant funding for TANF is
received quarterly and is contingent upon a maintenance of effort spending level determined annually by the federal
government.

Departmental and other non-tax revenues are derived from licenses, tuition, registrations and fees and
reimbursements and assessments for services. A revenue maximization pilot project undertaken by the Comptroller
and the Executive Office for Administration and Finance has yielded additional net federal reimbursement and other
non-tax revenues of approximately $214.4 million in the aggregate during fiscal 1997 to fiscal 2001, inclusive.

The Commonwealth began in fiscal 1997 to phase in a one-time (rather than annual) passenger vehicle
registration fee, which had the effect of reducing fiscal 1998 revenues by $13.8 million and reducing revenues
annually thereafter by approximately $55 million until annual fees were reinstated in May 2000.

For the budgeted operating funds, interfund transfers include transfers of profits from the State Lottery and
Arts Lottery Funds and reimbursements for the budgeted costs of the State Lottery Commission, which accounted
for $770.2 million, $848.4 million, $870.0 million, $902.1 million and $931.6 million in fiscal 1997 through 2001,
respectively, and which are expected to account for $778.1 million in fiscal 2002.

In 1994, the voters in the statewide general election approved an initiative petition, effective December 8,
1994, that would slightly increase the portion of gasoline tax revenue credited to the Highway Fund, one of the



Commonwealth’s three major budgeted funds, prohibit the transfer of money from the Highway Fund to other funds
for non-highway purposes and exclude the Highway Fund balance from the computation of the “consolidated net
surplus” for purposes of state finance laws. The initiative petition also provided that no more than 15% of gasoline
tax revenues could be used for mass transportation purposes, such as expenditures related to the Massachusetts Bay
Transportation Authority. This law is not a constitutional amendment and is subject to amendment or repeal by the
Legislature, which may also, notwithstanding the terms of the initiative petition, appropriate moneys from the
Highway Fund in such amounts and for such purposes as it determines, subject only to a constitutional restriction
that such moneys be used for motor vehicle, highway or mass transportation purposes. On four occasions, the
Legislature has postponed the effective date of the provision that would exclude the Highway Fund balance from
the computation of the “consolidated net surplus.” The most recent postponement, enacted in 2000, changed the
effective date of the provision to July 1, 2002.

Tobacco Settlement

On November 23, 1998, the Commonwealth joined with other states in a master settlement agreement that
resolved the Commonwealth’s and other states’ litigation against the cigarette industry. Under the agreement,
cigarette companies have agreed to make both annual payments (in perpetuity) and five initial payments (for the
calendar years 1999 to 2003, inclusive) to the settling states. Each payment amount is subject to applicable
adjustments, reductions and offsets, including upward adjustments for inflation and downward adjustments for
decreased domestic cigarette sales volume.

The Commonwealth’s allocable share of the base amounts payable under the master settlement agreement
is approximately 4.04%. The Commonwealth has estimated its allocable share of the base amounts under the
agreement over the next 25 years to be approximately $7.6 billion, without regard to any potential adjustments,
reductions or offsets. The following table sets forth the amounts received by the Commonwealth to date.

Payments from the Tobacco Master Settlement Agreement
(in millions)

Fiscal Year Initial Payments Annual Payments Total Payments Total Spending
2000 $186.6(1) $139.6 $326.2 $46.4
2001 78.2 162.1 240.3 91.5
2002 82.8(2) 183.9(3) 266.7 133.4(4)
Total $347.6 $449.2 $861.5 $285.4

SOURCE: Fiscal 2000-2001, Office of the Comptroller; fiscal 2002, Executive Office for Administration and Finance.

(1) Payments received for both 1999 and 2000.

(2) As of January 16, 2002.

(3) Projected; annual payment is due in April 2002.
(4) Estimated; subject to change.

The Commonwealth was also awarded $414 million from a separate Strategic Contribution Fund
established under the master settlement agreement to reward certain states’ particular contributions to the national
tobacco litigation effort. This additional amount is payable in equal annual installments during the years 2008
through 2017.

The amounts that might be payable, if any, by the Commonwealth for legal costs in relation to the tobacco
litigation cannot be determined at this time. The outside attorneys for the Commonwealth were awarded
approximately $775 million in fees to be paid over time by the tobacco companies. The outside attorneys have filed
a breach of contract claim regarding the fee agreement. See “LEGAL MATTERS — Update of Existing Litigation.”

During fiscal 2000, the Legislature enacted two related laws to provide for disposition of the tobacco
settlement payments. The legislation created a permanent trust fund (the Health Care Security Trust) into which the
Commonwealth’s tobacco settlement payments (other than payments for attorneys’ fees) are to be deposited. The
legislation contemplated that a portion of the monies in the trust fund would be available for appropriation by the
Legislature to supplement existing levels of funding for health-related services and programs, and the remainder of
the monies in the trust fund would be held as a reserve fund and would not be appropriated. For fiscal 2000 through



2004, the amounts to be available for such purposes were stipulated to be $91.2 million, $94 million, $96 million,
$98 million and $100 million, respectively, adjusted for the discounted amounts received by the Commonwealth in
comparison to the Master Settlement Agreement. The General Appropriation Act for fiscal 2002 changed this
formula to 50% of amounts received in the settlement for fiscal 2002, 2003 and 2004. Beginning with fiscal 2005,
30% of the annual payments (not including any Strategic Contribution Fund payments) and 30% of the earnings on
the balance in the trust fund are to be available for such purposes. The Administration estimates that approximately
$266.7 million of the settlement will be paid into the Health Care Security Trust in fiscal 2002, of which
approximately $133.4 million will be made available for spending through the Tobacco Settlement Fund. The
Administration also plans to spend in fiscal 2002 approximately $15.1 million from the Tobacco Settlement Fund
that was retained from prior years. See “2002 FISCAL YEAR.”

On March 14, 2002, the Acting Governor proposed spending 100% of the 2003 annual tobacco settlement
payment in fiscal 2003. See “2003 FISCAL YEAR.”

Limitations on Tax Revenues

Chapter 62F of the General Laws, which was enacted by the voters in November 1986, establishes a state
tax revenue growth limit for each fiscal year equal to the average positive rate of growth in total wages and salaries
in the Commonwealth, as reported by the federal government, during the three calendar years immediately
preceding the end of such fiscal year. Chapter 62F also requires that allowable state tax revenues be reduced by the
aggregate amount received by local governmental units from any newly authorized or increased local option taxes
or excises. Any excess in state tax revenue collections for a given fiscal year over the prescribed limit, as
determined by the State Auditor, is to be applied as a credit against the then current personal income tax liability of
all taxpayers in the Commonwealth in proportion to the personal income tax liability of all taxpayers in the
Commonwealth for the immediately preceding tax year. The law does not exclude principal and interest payments
on Commonwealth debt obligations from the scope of its tax limit. However, the preamble contained in Chapter 62F
provides that “although not specifically required by anything contained in this chapter, it is assumed that from
allowable state tax revenues as defined herein the Commonwealth will give priority attention to the funding of state
financial assistance to local governmental units, obligations under the state governmental pension systems, and
payment of principal and interest on debt and other obligations of the Commonwealth.”

Tax revenues in fiscal 1997 through fiscal 2001 were lower than the limit set by Chapter 62F, and the
Executive Office for Administration and Finance currently estimates that state tax revenues in fiscal 2002 will not
reach such limit. For fiscal 2001, as calculated by the State Auditor pursuant to Chapter 62F, net state tax revenues
were approximately $16.8 billion and allowable state tax revenues were approximately $18.3 billion.
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COMMONWEALTH PROGRAMS AND SERVICES

The following table identifies certain major spending categories of the Commonwealth and sets forth the
budgeted expenditures for each fiscal year within each category.

Commonwealth Expenditures - Budgeted Operating Funds
(in millions)(1)

Estimated
Fiscal 1997 Fiscal 1998 Fiscal 1999 Fiscal 2000 Fiscal 2001 Fiscal 2002
Expenditure Category
Direct Local Aid $ 3,558.1 $ 3,948.9 $ 43102 $ 4,675.1 $4,969.4 $5,191.7
Medicaid 3,455.5 3,665.8 3,856.4 4,269.9 4,642.3 5,259.5
Public Assistance 1,089.7 1,023.1 987.6 960.0 991.4 1,046.9
Other Health and Human Services 2,493.0 2,667.8 2,824.3 3,035.1 3,2429 3,404.9
Debt Service 1,275.5 1,213.4 1,173.8 1,193.3 675.9 1,351.7
Pensions 1,069.2 1,069.8 990.2 986.3 1,040.1 797.0(2)
Higher Education 806.5 861.8 929.8 995.0 1,102.3 1,047.2
Other Program Expenditures 3,332.9 3,580.1 3,933.7 4,833.7 4,526.1 4,659.8
Interfund Transfers to
Non-budgeted Funds 385.5 479.9 739.6 903.8 950.6 72.6
Adjusted Expenditures and Other Uses $17,465.9 $18,510.6 $19,745.6 $21,852.8 $22,141.0 $22,831.3

SOURCE: Executive Office for Administration and Finance and Office of the State Treasurer.

(1) To facilitate comparison, the expenditures have been reduced for fiscal 1997 through fiscal 2001, inclusive, to reflect the transfer off-budget of
MBTA operations that began in fiscal 2001 by subtracting the actual amount of Commonwealth payments to the MBTA in each of those fiscal
years. In addition, the table does not reflect certain offsetting transfers that do not affect year-end balances. See note 1 to the table captioned
“Budgeted Operating Funds -- Adjusted for MBTA Operations.”

(2) Includes $134 million reduction, which was recommended by the Acting Governor in a plan to amend the pension funding schedule, but has
not yet been enacted by the Legislature. See “2002 FISCAL YEAR.”

Local Aid

Commonwealth Financial Support for Local Governments. The Commonwealth makes substantial
payments to its cities, towns and regional school districts (“Local Aid”) to mitigate the impact of local property tax
limits on local programs and services. In fiscal 2002, approximately 22.8% of the Commonwealth’s projected
spending is estimated to be allocated to direct Local Aid. Local Aid payments to cities, towns and regional school
districts take the form of both direct and indirect assistance. Direct Local Aid consists of general revenue sharing
funds and specific program funds sent directly to local governments and regional school districts as reported on the
so-called “cherry sheet” prepared by the Department of Revenue, excluding certain pension funds and
nonappropriated funds.

As aresult of comprehensive education reform legislation enacted in June 1993, a large portion of general
revenue sharing funds are earmarked for public education and are distributed through a formula designed to provide
more aid to the Commonwealth’s poorer communities. The legislation established a fiscal 1993 state spending base
of approximately $1.288 billion for local education purposes and required annual increases in state expenditures for
such purposes above that base, subject to appropriation, estimated to be approximately $3.213 billion in fiscal 2002.
All of the budgets in fiscal 1994 through fiscal 2002 have fully funded the requirements imposed by this legislation.

Another component of general revenue sharing, the Lottery and Additional Assistance programs, provides
unrestricted funds for municipal use. There are also several specific programs funded through direct Local Aid, such
as highway construction, school building construction, and police education incentives.

In addition to direct Local Aid, the Commonwealth has provided substantial indirect aid to local
governments, including, for example, payments for Massachusetts Bay Transportation Authority assistance and debt
service, pensions for teachers, housing subsidies and the costs of courts and district attorneys that formerly had been
paid by the counties. Beginning July 1, 2000, Commonwealth support for the Massachusetts Bay Transportation



Authority took the form of dedicated tax revenues. See “FINANCIAL RESULTS - Massachusetts Bay Transportation
Authority - Financial Restructuring.”

Property tax limits. In November 1980, voters in the Commonwealth approved a statewide tax limitation
initiative petition, commonly known as Proposition 2%, to constrain levels of property taxation and to limit the
charges and fees imposed on cities and towns by certain governmental entities, including county governments.
Proposition 2% is not a provision of the state constitution and accordingly is subject to amendment or repeal by the
Legislature. Proposition 2%, as amended to date, limits the property taxes that may be levied by any city or town in
any fiscal year to the lesser of (i) 2.5% of the full and fair cash valuation of the real estate and personal property
therein, and (ii) 2.5% over the previous year’s levy limit plus any growth in the tax base from certain new
construction and parcel subdivisions. Proposition 2% also limits any increase in the charges and fees assessed by
certain governmental entities, including county governments, on cities and towns to the sum of (i) 2.5% of the total
charges and fees imposed in the preceding fiscal year, and (ii) any increase in charges for services customarily
provided locally or services obtained by the city or town at its option. The law contains certain override provisions
and, in addition, permits debt service on specific bonds and notes and expenditures for identified capital projects to
be excluded from the limits by a majority vote at a general or special election. At the time Proposition 2%, was
enacted, many cities and towns had property tax levels in excess of the limit and were therefore required to roll back
property taxes with a concurrent loss of revenues. Between fiscal 1981 and fiscal 2001, the aggregate property tax
levy grew from $3.346 billion to $7.520 billion, representing an increase of approximately 124.7%. By contrast,
according to federal Bureau of Labor Statistics, the consumer price index for all urban consumers in Boston grew
during the same period by approximately 108.5%.

Many communities have responded to the limitation imposed by Proposition 2% through statutorily
permitted overrides and exclusions. There are three types of referenda questions (override of levy limit, exclusion of
debt service, or exclusion of capital expenditures) which permit communities to exceed the limits of Proposition 2%%.
Override activity steadily increased throughout the 1980°s before peaking in fiscal 1991 and decreasing thereafter.
In fiscal 2001, 36 communities had successful override referenda which added an aggregate of approximately
$20.5 million to their levy limits. In fiscal 2001, the impact of successful override referenda going back as far as
fiscal 1993, was to raise the levy limits of 134 communities by approximately $97.4 million. Although
Proposition 2% will continue to constrain local property tax revenues, significant capacity exists for overrides in
nearly all cities and towns. In addition to overrides, Proposition 2% allows a community, through voter approval, to
assess taxes in excess of its levy limit for the payment of certain capital projects (capital outlay expenditure
exclusions) and for the payment of specified debt service costs (debt exclusions). Capital exclusions were passed by
13 communities in fiscal 2001 and totaled approximately $3.5 million. In fiscal 2001, the impact of successful debt
exclusion votes going back as far as fiscal 1993, was to raise the levy limits of 272 communities by approximately
$1.342 million.

Initiative Law. A statute adopted by voter initiative petition at the November 1990 statewide election
regulates the distribution of Local Aid to cities and towns. As enacted in 1992 and subsequently amended, this
statute requires that, subject to annual appropriation, no less than 40% of collections from personal income taxes,
corporate excise taxes and lottery fund proceeds and 32% of collections from sales and use taxes be distributed to
cities and towns. By its terms, the new formula would have provided for a substantial increase in direct Local Aid
in fiscal 1992 and subsequent years. Nonetheless, Local Aid payments remain subject to annual appropriation by the
Legislature, and the appropriations for Local Aid since the enactment of the initiative law have not met the levels set
forth in the initiative law.

Medicaid

The Medicaid program provides health care to low-income children and families, low-income adults, the
disabled, and the elderly. The program, which is administered by the Division of Medical Assistance (an agency
within the Executive Office of Health and Human Services), receives 50% in federal reimbursement on most
Medicaid expenditures. Beginning in fiscal 1999, payments for some children’s benefits are 65% federally
reimbursable under the federal Children’s Health Insurance Program (CHIP) for states. Federal reimbursement is
also available in the event that a state opts, with federal approval, to expand eligibility to include additional groups.
In recent years, the Commonwealth has expanded its Medicaid program to provide comprehensive health and long-
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term care services for many families, children and elderly and disabled persons whose incomes otherwise would
exceed eligibility criteria for federal public assistance.

Over a quarter of the Commonwealth’s budget is slated for health care programs. In fiscal 2001, Medicaid
accounted for more than half of the Commonwealth’s appropriations for health care. It was the largest item in the
Commonwealth’s budget other than direct Local Aid and has been one of the fastest growing budget items. During
fiscal 1997, 1998, 1999, 2000, and 2001 Medicaid expenditures were $3.456 billion, $3.666 billion, $3.856 billion,
$4.270 billion and $4.642 billion, respectively. The average annual growth rate of Medicaid expenditures from
fiscal 1997 to fiscal 2001 was 8.1%. However, during the period from 1997-2001, as a result of expansion in
eligibility criteria and increasing enrollment, the number of members enrolled in Medicare grew 39%, from 687,000
t0 955,000. Expenditures increased by 9.5% from fiscal 2000 to fiscal 2001. The Executive Office for
Administration and Finance projects fiscal 2002 expenditures to be $5.259 billion, an increase of 13.3% over fiscal
2001. In recent years, Medicaid expenditures have consistently exceeded initial appropriation amounts. In fiscal
2001, $300 million was provided through supplemental appropriations to the Medicaid program.

Although the Division of Medical Assistance has implemented a number of savings and cost control
initiatives, the large Medicaid expenditure increases experienced in recent years have been driven by increasing per
capita costs, rising enrollment and increased use of health care services. From fiscal 1997 through fiscal 2001,
average per capita costs have increased by 1.6% annually over the five-year period. In fiscal 2002, the average cost
per Medicaid recipient is projected to increase from $5,200 in fiscal 2001 to over $5,400 in fiscal 2002. Per capita
costs for seniors increased by 20.5% from fiscal 1997 to 2001, from $14,535 in 1997 to $17,515 in fiscal 2001. Per
capita costs for the disabled increased by 32.6% from fiscal 1997 to 2001, from $6,580 in fiscal 1997 to $8,723 in
2001. Per capita costs for families increased by 6.9% from fiscal 1997 to 2001, from $1,891 in fiscal 1997 to
$2,022 in 2001. Increasing per capita costs are attributable to the extensive reliance on community based long-term
care by elderly and disabled individuals, an increase in the number of prescriptions filled and escalating costs of
prescription drugs, and increasing hospital inpatient and outpatient use.

Beginning in fiscal 1998, the Medicaid program expanded eligibility criteria to 133% of the federal poverty
level for adults and up to 200% of the federal poverty level for pregnant women and children through the age of 18.
In addition, the Commonwealth implemented a program of premium assistance and employer subsidies for
purchasing employer-based health coverage for families and childless adults up to 200% of the federal poverty
level. The Division of Medical Assistance estimates that less than half of the fiscal 2001 Medicaid funding was for
individuals whose incomes are low enough to qualify for federal cash assistance. In fiscal 1999, the state again
expanded eligibility for the Medicaid program, resulting in a 5.3% increase over the average caseload from fiscal
1999 to fiscal 2000. Enrollment increased by 4.8% in fiscal 2001 to a total of 955,000 members at the end of fiscal
2001. Enrollment of seniors increased by 1.1% in fiscal 2001 to a total of 109,700 members at the end of fiscal
2001. Enrollment of disabled persons increased by 4.9% in fiscal 2001 to a total of 189,500 members at the end of
fiscal 2001. Enrollment of families increased by 5.3% in fiscal 2001 to a total of 649,400 members at the end of
fiscal 2001.

During the first six months of fiscal 2002, as the economy entered a recession, Medicaid enrollment growth
was higher compared to fiscal 2001 enrollment growth during the same period. The number of Medicaid members
increased by 3.1% during the first six months of fiscal 2002, compared to a 1.7% increase in members during the
same period in fiscal 2001. Continued economic recession is expected to lead to accelerated Medicaid enrollment in
fiscal 2002 and 2003.

Pharmacy assistance to seniors, a program begun in fiscal 1998, grew in fiscal 2001 by 88.6% from fiscal
2000. Pharmacy assistance constituted less than 1% of Medicaid spending in fiscal 2001. The program was
transferred to the Executive Office for Elder Affairs in 2001. See “Senior Pharmacy Program.”

Several factors are influencing the increasing costs of health care, including patient volume shifts,
pharmacy prices and utilization, wage pressure and technological advances. In fiscal 2001, the Commonwealth
spent over $170 million in rate increases to providers and supplemental financial assistance to distressed health care
providers. Medicaid expenditures for nursing home care increased from $1.337 billion in fiscal 2000 to
approximately $1.391 billion in fiscal 2001, and currently account for 29% of the Medicaid budget. In fiscal 2001,
over 35,000 elderly and disabled citizens were cared for in nursing homes each month paid by Medicaid, at an
annual cost per beneficiary of approximately $40,200. Medicaid patients account for over 70% of all nursing home
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patients in the Commonwealth. The Division of Medical Assistance has implemented measures to control the
growth in nursing home expenditures. However, nursing home operators are seeking an additional $200 million
from the Commonwealth to fully recover their costs. See “LITIGATION — Legal Matters” for more information about
a legal claim brought by nursing homes seeking greater reimbursements by Medicaid.

In fiscal 2001, the Legislature mandated a study of Medicaid reimbursement rates paid to acute hospitals,
non-acute hospitals and community health centers. This study concluded that the Commonwealth’s reimbursement
rates for acute hospitals cover approximately 70% of hospitals’ costs. This finding may give support to providers’
general view that Medicaid rates should be raised. Although this does not create any financial obligations, it may
influence final policy decisions regarding rates in the future. The Commonwealth’s reimbursement rates for most
Medicaid providers are set by the Division of Health Care Finance and Policy, which establishes reimbursements
based on an “efficient provider” standard, rather than establishing a cost-based reimbursement.

The federal Health Care Financing Administration (now Centers for Medicare and Medicaid Services)
asserted in June 2000 that the portion of the Medicaid program funded by the Commonwealth's uncompensated care
pool might violate federal regulations regarding impermissible taxes on health care providers. Since 1993, the
Division of Medical Assistance has been seeking a federal waiver for the Commonwealth's assessment on acute care
hospitals to fund the uncompensated care pool and believes that the assessment complies with the federal law
pertaining to provider taxes. Under federal regulations, if the Commonwealth were ultimately determined to have
imposed an impermissible provider tax, the federal government could seek retroactive repayment of federal
Medicaid reimbursements. From 1993, when the first waiver request was submitted, through fiscal 2000, the
Commonwealth received an estimated $1.068 billion in federal Medicaid reimbursements related to expenditures
associated with the uncompensated care pool. The Commonwealth continues to collect approximately $37 million
per fiscal quarter for each quarter following fiscal 2000. Clarification of the law surrounding permissible provider
taxes is a national issue involving a number of states, and resolution could take several years. No further action has
been taken by federal authorities since June 2000 in regard to this matter.

Other Health and Human Services

Other health and human services spending for fiscal 2001 included expenditures for the Department of
Mental Retardation ($953.2 million), Department of Mental Health ($610.3 million), Department of Social Services
($649.4 million), Department of Public Health ($497.4 million) and other human services programs
(3694.7 million).

Senior Pharmacy Program

The comprehensive senior pharmacy program, now administered at the Executive Office of Elder Affairs
and called “Prescription Advantage,” began in April 2001. Prescription Advantage is expected to cost
approximately $80 million in fiscal 2002 and $100 million in fiscal 2003.

Public Assistance

The Commonwealth administers four major programs of income assistance for its poorest residents:
Transitional Aid to Families with Dependent Children (TAFDC), Emergency Assistance (EA), Emergency Aid to
the Elderly, Disabled and Children (EAEDC) and the state supplement to federal Supplemental Security Income
(SSI). The following table illustrates the recent expenditures within these categories.
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Public Assistance Program Expenditures
(in millions)

Category of Estimated
Public Assistance Fiscal 1997 Fiscal 1998 Fiscal 1999 Fiscal 2000 Fiscal 2001 Fiscal 2002
TAFDC(1) $ 5988 $ 5139 $ 450.7 $ 3845 $ 387.1 $ 4275
Child Care(2) 194.1 237.4 269.8 308.1 340.8 342.6
EAEDC (formerly

General Relief)(3) 103.7 68.3 63.3 59.8 58.0 67.0
SS1(4) 193.1 203.5 203.8 207.6 205.5 209.8
Total(5) $1,089.7 $1,023.1 $ 987.6 $ 960.0 $ 9914 $1,046.9

SOURCE: Fiscal 1997-2001, Office of the Comptroller; fiscal 2002, Executive Office for Administration and Finance.

(1) Includes expenditures for Transitional Aid to Families with Dependent Children (TAFDC); for the Employment Services Program (ESP);
and for Emergency Assistance, a program designed to prevent homelessness and to shelter income-eligible families when they become
homeless.

(2) Child care expenditures were previously included as part of the TAFDC total in fiscal 1997, 1998 and 1999.

(3) Includes outpatient medical services to EAEDC recipients in fiscal 1997.

(4) Includes benefits for blind recipients which are administered by the Massachusetts Commission for the Blind; includes one-time retroactive
payments in fiscal 1998 to recipients to reimburse them for fiscal 1997 administrative charges; and includes payments made to SSI
recipients out of an EAEDC account in fiscal 1998.

(5) The TAFDC total includes expenditures for direct services to homeless individuals in fiscal 1997. It does not include expenditures for the
Teen Living Program in fiscal 1997. The child care total does not include certain one-time quality expenditures in fiscal 1998. It includes
temporary child care provided at the Trial Court in fiscal 1998 and 1999. Based on the programs contained in the fiscal 1999 estimate, the
adjusted Public Assistance total would be $1,065.6 million for fiscal 1997; and $1,022.8 million for fiscal 1998.

TAFDC expenditures in fiscal 2002 are estimated to be $427.5 million; approximately 10.5% more than
fiscal 2001. This increase is primarily due to increasing enrollment following the economic downturn. Child care
expenditures for fiscal 2002 are estimated to be $342.6 million, approximately $1.8 million more than in fiscal
2001. This increase is the result of increasing expenditures on child care services for former TAFDC recipients and
other low-income families.

The Commonwealth began implementing welfare reform programs in November 1995, establishing
TAFDC programs to encourage work as a means to self-sufficiency and to discourage reliance on long-term
assistance. The TAFDC caseload has been declining steadily since fiscal 1996, resulting in a 68% decrease through
fiscal 2001. However, the TAFDC caseload has increased in the economic recession, from a low point of 42,013
enrolled in July 2001 to 45,979 in December 2001. In addition, Massachusetts limits TAFDC recipients to two
years of benefits within a five-year period. Over 15,000 welfare recipients reached their limit in December 1998
and can now begin receiving benefits again if they meet eligibility requirements. The following table illustrates the
trend in caseload for public assistance programs.

Public Assistance Average Caseload

Estimated

Fiscal 1997 Fiscal 1998 Fiscal 1999 Fiscal 2000 Fiscal 2001 Fiscal 2002
Category of
Public Assistance
TAFDC(1) 79,131 68,813 57,274 46,591 42,648 45,888
EAEDC (formerly
General Relief) 16,895 16,305 15,171 14,089 13,460 15,094
SSI(2) 160,924 160,700 162,470 163,356 163,584 163,566
Total 256,950 245,818 234,915 224,036 219,692 224,548

SOURCE: Department of Transitional Assistance

(1) TAFDC caseload estimates do not include the Emergency Assistance caseload.
(2) SSI caseload does not include blind recipients whose benefits are administered by the Massachusetts Commission for the Blind.

The Emergency Assistance program provides disaster relief and shelter to homeless families. The cost of
this program is included in the TAFDC expenditure category above.
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The EAEDC caseload has also been declining steadily since fiscal 1996, resulting in an 83.6% decrease
through fiscal 2001, but the caseload has grown approximately 9.8% in the first half of fiscal 2002. The trend can be
attributed to factors similar to those affecting the TAFDC caseload. Fiscal 2002 expenditures for EAEDC are
estimated to be $67 million, a total of $9 million more than fiscal 2001.

SSI is a federally administered and funded cash assistance program for individuals who are elderly,
disabled or blind. SSI payments are funded entirely by the federal government up to $530 per individual recipient
per month and entirely by the state above that amount. The additional state supplement ranges from $39 to $454 per
month per recipient. The SSI caseload has been increasing over the past five years, due to SSI policy changes,
increased advocacy efforts on behalf of disabled populations, and the growing population of aged individuals, but
the rate of growth has been declining since fiscal 1994. The fiscal 2002 expenditures for SSI are estimated to be
$209.8 million, a $4.5 million increase over fiscal 2001.

Federal Welfare Reform. The federal welfare reform legislation that was enacted on August 22, 1996
eliminated the federal entitlement program of AFDC and replaced it with block grant funding for Temporary
Assistance for Needy Families (TANF). The TANF program replaced Title IV-A of the Social Security Act and
allows states greater flexibility in designing programs that promote work and self-sufficiency. The block grant for
the Commonwealth was established at $459.37 million annually for federal fiscal 1997 through fiscal 2002. The
Commonwealth must meet federal maintenance of effort (MOE) requirements in order to be eligible for the full
TANF grant award. The Commonwealth successfully met the MOE requirement in federal fiscal 1997, 1998, 1999,
2000 and 2001. Massachusetts may experience a reduction in federal assistance after the expiration of the block
grant in 2002, as the annual block grant from 1997-2002 was based on caseload levels in 1992-1994 , which were
double current caseloads. The Commonwealth will also receive approximately $116 million in child care block
grant funds in fiscal 2002 to support child care programs. The Commonwealth also has $156 million reserved in the
caseload mitigation fund.

Other Controls and Reforms. The Department of Transitional Assistance in recent years has instituted
tighter procedures and management controls. Stricter standards have been established to determine eligibility for
TAFDC, Emergency Assistance and EAEDC benefits, including implementation of new disability criteria for
EAEDC benefits. The Department of Transitional Assistance also has instituted automated systems to re-determine
eligibility for benefits and has taken steps to reduce welfare fraud. In addition, the Department of Revenue has
improved its collection of child support payments.

The Benefit Eligibility and Control On-Line Network (BEACON) is an integrated recipient eligibility
system that automates the public assistance programs administered statewide by the Department of Transitional
Assistance. This system ended outdated intake processes and has enabled the Commonwealth more accurately to
determine eligibility, provide appropriate services and track recipients through a consolidated process. The system
became operational statewide on August 9, 2001.

These projects provide the Commonwealth with the reporting capabilities that are necessary under the
federal welfare reform law.

Debt Service

Debt service expenditures relate to general obligation bonds, special obligation bonds and federal grant
anticipation notes issued by the Commonwealth. See “COMMONWEALTH CAPITAL SPENDING AND LONG-TERM
LIABILITIES.”

Commonwealth Pension Obligations

The Commonwealth is responsible for the payment of pension benefits for Commonwealth employees
(members of the state employees’ retirement system) and for teachers of the cities, towns and regional school
districts throughout the state (including members of the teachers’ retirement system and teachers in the Boston
public schools, who are members of the State-Boston retirement system but whose pensions are also the
responsibility of the Commonwealth). Employees of certain independent authorities and agencies, such as the
Massachusetts Water Resources Authority, and of counties, cities and towns (other than teachers) are covered by
104 separate retirement systems. The Commonwealth assumed responsibility, beginning in fiscal 1982, for payment
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of cost of living adjustments for the 104 local retirement systems, in accordance with the provisions of Proposition
2. However, in 1997 legislation was enacted removing from the Commonwealth the cost of future cost-of-living
adjustments for these local retirement systems and providing that local retirement systems fund future cost-of-living
adjustments. Pension benefits for state employees are administered by the State Board of Retirement, and pension
benefits for teachers are administered by the Teachers’ Retirement Board. Investment of the assets of the state
employees’ and teachers’ retirement systems is managed by the Pension Reserves Investment Management Board.
In the case of all other retirement systems, the retirement board for the system administers pension benefits and
manages investment of assets. The members of these state and local retirement systems do not participate in the
federal Social Security System.

Legislation approved in 1997 provides, subject to legislative approval, for annual increases in cost-of-
living allowances (equal to the lesser of 3% or the previous year’s percentage increase in the United States
Consumer Price Index on the first $12,000 of benefits) for members of the state employees’ and teachers’ retirement
systems, to be funded by the investment income of the systems. The Commonwealth pension funding schedule
(discussed below) assumes that annual increases of 3% will be approved. Local retirement systems that have
established pension funding schedules may opt in to the requirement as well, with the costs and actuarial liabilities
attributable to the cost-of-living allowances required to be reflected in such systems’ funding schedules.

Employee Contributions. The state employees’ and teachers’ retirement systems are partially funded by
employee contributions of regular compensation — 5% for those hired before January 1, 1975, 7% for those hired
from January 1, 1975 through December 31, 1983, 8% for those hired from January 1, 1984 through June 30, 1996,
and 9% for those hired on or after July 1, 1996, 12% for members of the state police hired after July 1, 1996 plus an
additional 2% of compensation above $30,000 per year for all those members hired on or after January 1, 1979.
Legislation enacted in fiscal 2000 establishing an alternative superannuation retirement benefit program for
members of the teachers’ retirement system and teachers of the State-Boston retirement system mandates that active
members who opt for the alternative program and all teachers hired on or after July 1, 2001 contribute 11% of
regular compensation. Members who elect to participate are required to make a minimum of five years of
retirement contributions at the 11% rate. Approximately 45,000 active teachers joined the enhanced benefit program
and will retire under the terms of the program over the next thirty years.

Unfunded Actuarial Accrued Liability. The systems were originally established as “pay-as-you-go”
systems, meaning that amounts were appropriated each year to pay current benefits, and no provision was made to
fund currently the future liabilities already incurred. In fiscal 1978 the Commonwealth began to address the
unfunded liabilities of the two state systems by making appropriations to pension reserves. Prior to the
establishment of the pension funding program described below, the Commonwealth appropriated approximately
$680 million to the pension reserves during the mid-1980’s, in addition to the pay-as-you-go pension costs during
those years. Comprehensive pension funding legislation approved in January 1988 required the Commonwealth to
fund future pension liabilities currently and to amortize the Commonwealth’s accumulated unfunded liability to zero
by June 30, 2028. The legislation was revised in July 1997 to require the amortization of such liabilities by June 30,
2018.

The legislation requires the Secretary of Administration and Finance to prepare a funding schedule that
provides for both the normal cost of Commonwealth benefits (normal cost being that portion of the actuarial present
value of pension benefits which is allocated to a valuation year by an actuarial cost method) and the amortization by
June 30, 2018, of the unfunded actuarial liability of the Commonwealth for its pension obligations. The funding
schedule is required to be updated periodically on the basis of new actuarial valuation reports prepared under the
direction of the Secretary of Administration and Finance. The Secretary is also required to conduct experience
investigations every six years. Funding schedules are to be filed with the Legislature triennially by March 1 and are
subject to legislative approval. Under the pension legislation, if a schedule is not approved by the Legislature,
payments are to be made in accordance with the most recently approved schedule; such payments must, however, at
least equal the prior year’s payments.

An actuarial valuation dated January 1, 2000 was released by the Public Employees Retirement
Administration Commission (PERAC) on September 15, 2000. According to this valuation the total actuarial
accrued liability was approximately $32.742 billion (comprised of $14.137 billion for state employees, $16.420
billion for state teachers, $1.381 billion for Boston teachers and $803 million for cost-of-living increases granted for
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local systems prior to July 1997). Assets were valued at a total of approximately $27.905 billion (comprised of
$13.364 billion for state employees, $13.681 billion for state teachers, $860 million for Boston teachers and nil for
cost-of-living increases). The total unfunded actuarial accrued liability per this valuation was approximately $4.837
billion (comprised of $773.4 million for state employees, $2.739 billion for state teachers, $521 million for Boston
teachers and $803 million for cost-of-living increases). As used herein, “actuarial accrued liability” is the
estimated present value of all benefits to be paid to existing pensioners and current employees less the present value
of the future normal costs associated with such employees. The “unfunded” liability is the amount by which the
actuarial accrued liability exceeded accumulated assets set aside therefor and represents the present value of the
amount that would have to be contributed in the future in addition to normal costs in order for the liability to be
fully funded. The actuarial assumptions used in the valuation study included future investment earnings of 8.25%
per year, annual salary increases of 6% and annual cost-of-living increases for pensioners of 3% on the first $12,000
of benefits. The actuarial value of assets was determined by continuing the phase-in of the use of a five year
average value rather than current market value, a process that had begun with the January 1, 1998 valuation study
released on October 26, 1998; and assets were valued at 91% of market value.

In October and November 2000 PERAC released two six-year experience studies which were based on
reviews of the state employees and teachers retirement systems for calendar years 1995 through 1999. These
studies recommended changes in assumptions, including retirement rates, disability rates, withdrawal rates, salary
increases and mortality. The net effect of these recommendations was to increase the estimate of the
Commonwealth’s total actuarial accrued liability as of January 1, 2000 for the state employees’ and teachers’
retirement systems by approximately $740 million to approximately $33.482 billion (comprised of $14.171 billion
for state employees, $17.044 billion for state teachers, $1.440 billion for Boston teachers and $827 million for cost-
of-living increases).

On the basis of the January 1, 2000 valuation and the experience studies, the Secretary of Administration
and Finance developed two new alternative estimates of unfunded actuarial accrued liability. Both estimates used
the $33.482 billion estimate of total actuarial accrued liability developed by the experience studies, but they differed
with respect to their assumptions of asset valuation. One valued assets at the same $27.905 billion utilized in the
January 1, 2000 valuation study, reflecting a valuation of 91% of market value. It estimated total unfunded actuarial
accrued liability at approximately $5.577 billion (comprised of $807 million for state employees, $3.363 billion for
state teachers, $580 million for Boston teachers and $827 for cost-of-living increases). The other, utilizing a
valuation of 89% of market value and thus valuing assets at approximately $27.292 billion, estimated total unfunded
actuarial accrued liability to be approximately $6.190 billion (comprised of $1.100 billion of state employees,
$3.664 for state teachers, $599 million for Boston teachers and $827 million for cost-of-living increases).

On March 1, 2001, the Secretary of Administration and Finance filed three alternative funding schedules
with the Legislature, two of which were based on the foregoing alternative calculations of unfunded actuarial
accrued liability. In addition, the funding schedules also assumed additional annual costs of $50 million estimated
to be attributable to 2000 legislation that enhanced certain retirement benefits for teachers. (On December 12, 2001,
PERAC subsequently reported a preliminary estimate of the impact of the teacher retirement legislation in fiscal
2001 to be $57.1 million.) On March 7, 2001, the House Committee on Ways and Means approved the proposed
funding schedule that had been based on the valuation of 89% of market value, and which reflected total estimated
unfunded actuarial accrued liability of approximately$6.190 billion. That schedule is as follows:
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March 2001 House Ways and Means
Funding Schedule for Pension Obligations

(in thousands)

Fiscal Year Payments Fiscal Year Payments
2002 $ 986,390 2011 $1,137,602
2003 1,000,104 2012 1,158,876
2004 1,014,503 2013 1,181,214
2005 1,029,622 2014 1,204,668
2006 1,045,497 2015 1,229,295
2007 1,062,166 2016 1,255,154
2008 1,079,668 2017 1,282,306
2009 1,098,045 2018 1,310,815
2010 1,117,341

SOURCE: Executive Office for Administration and Finance, Fiscal Affairs Division.

The fiscal 2002 General Appropriation Act passed by the Legislature in November 2001 did not
appropriate the amount provided in the funding schedule approved by the House Committee on Ways and Means on
March 7, 2001 but instead appropriated for pension funding the amount of $912.4 million. In connection with the
adoption of the fiscal 2002 budget, the House Ways and Means Committee also prescribed new pension funding
amounts for fiscal 2003 and 2004 of, respectively, $926.1 million and $940.5 million. These revised amounts
match the funding amounts scheduled for fiscal 2002 through 2004 in the alternative schedule submitted in March
2001 by the Secretary of Administration and Finance, as described above, which had utilized an asset valuation of
91% of market value and reflected total estimated unfunded actuarial accrued liability of $5.577 billion. It is as
follows:

Alternative Funding Schedule for Pension Obligations
Reflected in General Appropriation Act
As Passed in November 2001

(in thousands)

Fiscal Year Payments Fiscal Year Payments
2002 $ 912,373 2011 $1,063,585
2003 926,087 2012 1,084,859
2004 940,486 2013 1,107,196
2005 955,605 2014 1,130,651
2006 971,480 2015 1,155,278
2007 988,148 2016 1,181,137
2008 1,005,651 2017 1,208,288
2009 1,024,028 2018 1,236,798
2010 1,043,324

SOURCE: Executive Office for Administration and Finance, Fiscal Affairs Division.

PERAC has prepared a new actuarial valuation of the total pension obligation dated January 1, 2001, which
was released September 19, 2001. The unfunded actuarial accrued liability as of that date for the total obligation
was approximately $6.374 billion, including unfunded actuarial accrued liabilities of $1.248 billion for the State
Employees’ Retirement System, $3.779 billion for the State Teachers’ Retirement System, $583 million for Boston
Teachers and $764 million for cost-of-living increases. The valuation study estimated the total actuarial accrued
liability as of January 1, 2001 to be approximately $35.605 billion (comprised of $15.169 billion for state
employees, $18.170 billion for state teachers, $1.502 billion for Boston teachers and $764 million for cost-of-living
increases). Total assets were valued at approximately $29.230 billion, which reflected full phase-in of the five-year
average valuation method and equaled 96.6% of market value.

The Acting Governor’s fiscal 2003 budget proposal filed on January 23, 2002, recommended funding the
Commonwealth’s pension obligations in accordance with a schedule that incorporates the January 1, 2001 actuarial
valuation and would extend amortization of the unfunded pension liability from June 30, 2018 to June 30, 2028. On
March 1, 2002 the Secretary of Administration and Finance submitted to the Legislature a new funding schedule
reflecting this proposal and reflecting the increased unfunded liability reported in the PERAC valuation released in
September 2001. Pursuant to this schedule the pension funding appropriation for fiscal 2002 would be reduced to
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$778.4 million (as proposed by the Acting Governor in legislation filed in February 2002) and the pension funding
appropriation for fiscal 2003 would be $796.1 million.

The Early Retirement Incentive Program (ERIP) enacted in December 2001 provides enhanced pension
benefits to qualified employees. Approximately 4,300 employees have opted for the program, of whom
approximately one-third are employed in the higher education system and will retire on June 15. The balance of the
ERIP employees will retire on March 15. Since applicants may rescind their applications through the date of their
proposed retirement, the impact of ERIP on the unfunded liability cannot be determined until after June 15 when all
retirements will have occurred. The legislation authorizing ERIP directs PERAC to file a report on the additional
actuarial liabilities attributed to ERIP by November 30, 2002. See “STATE WORKFORCE” for details of the ERIP
program.

Higher Education

The Commonwealth’s system of higher education includes the five-campus University of Massachusetts,
nine state colleges and 15 community colleges. The system is coordinated by the state Board of Higher Education,
and each institution is governed by a separate board of trustees. The Board of Higher Education appoints a
chancellor of the system of public higher education, who is responsible for carrying out the policies established by
the board. The operating revenues of each institution consist primarily of state appropriations and of student and
other fees that may be imposed by the board of trustees of the institution. Tuition levels are set by the Board of
Higher Education, and tuition revenue is required to be remitted to the State Treasurer by each institution. The board
of trustees of each institution submits operating and capital budget requests annually to the Board of Higher
Education. The Board of Higher Education uses the data to prepare operating and capital outlay budgets for the
statewide system of public higher education, which are submitted to the Fiscal Affairs Division in the Executive
Office for Administration and Finance and to the House and Senate Committees on Ways and Means. The
Legislature appropriates funds for the higher education system in the Commonwealth’s annual operating budget in
various line items for each institution.

Other Program Expenditures

The remaining $4.660 billion in estimated expenditures on other programs and services for fiscal 2002
covers a wide variety of functions of state government, including expenditures for the Judiciary ($590 million),
District Attorneys ($79.8 million) and the Attorney General ($35.7 million) and for the Executive Offices for
Administration and Finance ($580.2 million), Environmental Affairs ($227.7 million), Transportation and
Construction ($108.0 million), Public Safety ($877.8 million), Elder Affairs ($175.8 million), the Department of
Housing and Community Development ($118.2 million), and Group Insurance ($704.5 million).
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STATE WORKFORCE

The following table sets forth information regarding the Commonwealth’s workforce as of the end of fiscal
1997 through fiscal 2001 and as of the end of calendar year 2001.

Budget-Funded Workforce (1)
December
June 1997 June 1998 June 1999 June 2000 June 2000 2001

Executive Office 83 80 93 89 88 75
Office of the Comptroller 107 113 110 106 109 110
Executive Departments
Administration and Finance 3,145 3,080 3,153 3,225 3,180 3,310
Environmental Affairs 2,441 2,442 2,484 2,583 2,555 2,520
Housing and Community Development 104 118 113 111 117 119
Health and Human Services 22,918 23,125 23,164 23,483 23,157 23,533
Transportation and Construction 1,234 1,262 1,303 1,284 1,254 1,039
Board of Library Commissioners 17 20 17 20 20 19
Labor and Workforce Development 402 379 392 386 379 384
Economic Development 96 100 92 92 86 91
Consumer Affairs and Business Regulation 664 666 706 682 675 